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Docket No. 96906 


Sheridan-Wyoming Coal Company, Inc,, Petitioner, | 

V. ! 

I 

Commissioner of Internal Revenue, Respondent. | 
Appearances | 

For Taxpayer Ellsworth C. Alvord, Esq,, Floyd If. 

Tooiney, Esq., Alger B. Chapman, Esq., ! 

j 

For Comni’r: E. M. Woolf, Esq., R. E. Smith. Esq., 

I 

Docket Entries I 

1939 I 

Jan. 26—Petition received and filed. Taxpayer notified. 

(Fee paid) | 

“ 26—Copy of petition served on General Counsel. I 

Feb. 14—Notice of appearance of Ellsw’orth, C. Alvord, 
Floyd F. Toomey and Alger B. Chapman 
counsels for taxpayer filed, | 

Mar. 6—Answer filed by General Counsel. | 

“ 6—Request for circuit hearing in Denver, Colorac^o 

filed by General Counsel. | 

“ 11—Notice issued placing proceeding on Denver, 

Colorado calendar. Copy of answer and requeit 
served. | 

Apr. 10—Request for hearing in Washington, D. C., fildd 
by taxpayer. j 

“ 13—Hearing set 4/26/39 on petitioner’s motion. j 

“ 13—Copy of request and notice of hearing served ojn 

General Counsel. i 
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“ 26—^Hearing had before Mr. Arundell, on peti¬ 

tioner’s motion for Washington calendar. Re¬ 
spondent requests Denver, Colorado calendar. 
Granted—Washington, D. C. 

“ 26—Order to place on Washington, D. C. calendar 

on merits entered. 

Sep. 14—Hearings set Nov. 6, 1939 at Washington, D. C. 

Oct. 23—Motion for leave to file amended petition, 
amended petition lodged, filed by taxpayer. 

“ 24—Motion granted. 

“ 25—Copy of motion and amended petition served on 

General Counsel. 

Nov. 6—Answer to amended petition filed by General 

Counsel. 

“ 6—Hearing had before ^Ir. Van Fossan on merits. 

Submitted. On oral motion of respondent leave 
granted to file answer to amended petition to¬ 
day. Stipulation of facts filed. Briefs due in 
45 days—replies in 15 days. 

“ 7—Copy of answer to amended petition served on 

taxpayer. 

“ 15—Transcript of hearing of 11/6/30 filed. 

Dec. 21—Brief filed by taxpayer. 

1940 

Jan. 3—Motion for leave to file the attached brief, brief 

lodged, filed by General Counsel. 1/4/40 granted. 

“ 5—Copy of brief served on General Counsel. 

“ 30—Motion for leave to file the attached reply brief, 

reply brief lodged, filed by taxpayer. 1/31/40 
granted. 

Jun. 24—Memorandum findings of fact and opinion ren¬ 
dered, Mr. Van Fossan, Div. 9. Decision will be 
entered for the respondent. 

“ 25—Decision entered, Ernest H. Van Fossan, Div. 9. 

Sep. 7—Stipulation for review by the U. S. Court of Ap¬ 

peals of D. C. Filed. 

2 Sep. 7—Petition for review by U. S. Circuit Court 
of Appeals of the District of Columbia with as¬ 
signments of error filed by taxpayer. 

Sep. 7—Praecipe with proof of service thereon filed. 

“ 9—Proof of service of filing petition for revievr filed. 



SHERIDAN-WYOMIXG COAL CO., INC. VS. HELVERING. j 3 

3 Endorsed; United States Board of Tax Appeals 

Lodged Oct 23 1939 ” 

Filed Oct. 24,1939 | 

United States Board of Tax Appeals I 

Docket No. 96906 | 

Sheridan-Wyoming Coal Company, Inc., Petitioner, | 

V- i 

i 

Commissioner of Internal Revenue, Respondent. \ 

Amended Petition I 

' i 

The above-named petitioner hereby petitions for a r^- 

determination of the deficiency set forth by the Commij's- 
sioner of Internal Revenue in his notice of deficiency (SN- 
IT-1) dated October 31, 1938, and as a basis of this pro¬ 
ceeding alleges as follows: 

(1) The petitioner is a corporation organized under tljie 

laws of the State of Delaware with its principal office kt 
Monarch, Wyoming, and with offices at 17 Battery Place, 
New York, New York. The return for the period here in¬ 
volved was filed with the Collector for the District pf 
Wyoming. I 

(2) The notice of deficiency (a copy of which is attached 

hereto and marked Exhibit A) was mailed to the petitioner 
on October 31, 1938. | 

(3) The taxes in controversy are income taxes for the 

calendar year 1935 in the amount of $^3,056.43. i 

(4) The determination of the amount of taxes s^t 

4 forth in said notice of deficiency is based upon tlje 

following errors: | 

(a) In determining the petitioner’s net income from the 

property within the meaning of Section 114(b)(4) of the 
Revenue Act of 1934 for the purpose of computing the ajl- 
lowable deduction for depletion, the Commissioner has e^j*- 
roneously deducted the amount of $121,822.83 representing 
interest and amortization on petitioner’s bonds during tl^e 
year 1935. ' 

(b) In determining the petitioner’s net income from thje 
property within the meaning of Section 114(b)(4) of thle 
Revenue Act of 1934 for the purpose of computing the al- 
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lowable deduction for depletion, the Commissioner has er¬ 
roneously excluded the amount of $66,040.00 representing 
profit on petitioner’s bonds purchased and retired during 
the year 1935. 

(5) The facts ui)on which the petitioner relies as the 
basis of this proceeding are as follows: 

(a) The petitioner elected to have its depletion allow¬ 
ance computed on the percentage basis for the calendar 
year 1934 and subsequent years in accordance with Section 
114(b)(4) of the Revenue Act of 1934. 

(b) During the calendar year 1935, the petitioner pur¬ 
chased and retired $153,500.00 par or face amount of its 
6% First Mortgage Sinking Fund Bonds at a cost of 

$87,460.00, resulting in a profit of $66,040.00. For 
5 the same year the petitioner had expenses in con¬ 
nection with the said issue of bonds as follows: 

Interest on Bonds $99,982.52 

Bond Expense Amortization 21,840.31 

Total $121,822.83 

(c) In computing the deduction for depletion allowable 
under Section 114(b)(4) of the Revenue Act of 1934 for 
the calendar year 1935, the Commissioner has excluded the 
profit of $66,040.00 on bonds retired during that year and 
deducted the expenses of $121,822.83 for interest and amor¬ 
tization in order to arrive at the ‘‘50 percent of the net 
income of the taxpayer (computed without allowance for 
depletion) from the i)roperty” to which said allowance for 
dej)letion is limited. 

AVherefore, the petitioner prays that the Board may hear 
this proceeding and redetermine the deficiency proposed 
by the Commissioner. 

(s) ELLSWORTH C. ALVORD 
(s) FLOYD F. TOOMEY 
606 Munsey Building, 
Washington, D. C. 

Attorneys for Fetitioner. 
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6 District of Columbia, ss : I 

I 

C. E. Barry, being duly sworn, says that he is the Comjp- 
troller of Sheridan-Wyoming Coal Company, Inc., the pe¬ 
titioner above named; that he is authorized to verify t^e 
foregoing amended petition; that he has read the sa^d 
amended petition, and is familiar with the statements cojn- 
tained therein, and that the facts stated are true. i 


(s) C. E. BARRY 


Subscribed and 
tober, 1939. 


sworn to before me this 19th day of Op- 

i 

(s) LORNA HAWK | 

Notary Public | 


7 1467M Exhibit \ 

Treasury Department 

Washington | 

Office of Commissioner of Internal Revenue SN-IT-[1 

Oct. 31, 1938 ! 

Sheridan Wyoming Coal Company, Inc. I 

Monarch, Wyoming. I 

Sirs: I 


You are advised that the determination of your incom|e 
tax liability for the taxable year(s) ended December 3^, 
1935 discloses a deficiency of $3,056.43 as shown in thp 
statement attached. ! 

In accordance with the provisions of existing internsil 
revenue laws, notice is hereby given of the deficiency men¬ 
tioned. 

Within ninety days (not counting Sunday or a legal holi¬ 
day in the District of Columbia as the ninetieth day) froiii 
the date of the mailing of this letter, you may file a petition 
with the United States Board of Tax Appeals for a redej- 
termination of the deficiency. | 

Should you not desire to file a petition, you are requested 
to execute the enclosed form and forward it to the Commish 


I 
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sioner of Internal Kevenue, Washington, D. C., for the at¬ 
tention of IT :C1 :P-7. The signing and filing of this form 
will expedite the closing of your return(s) by permitting 
an early assessment of the deficiency, and will prevent the 
accumulation o-f interest, since the interest period ter¬ 
minates thirty days after filing the form, or on the date 
assessment is made, whichever is earlier. 

Respectfully, 

GUY T. HELVERING, 
Commissioner, 

By (Sgd.) JOHN R. KIRK 
Deputy Commissioner. 

Enclosures: 

Statement 
Form of waiver 
Exhibit A. 

8 Exhibit 

Statement 

IT ;E :7:8 
CRS:90D 

Sheridan Wyoming Coal Co., Inc., 

Monarch, Wyoming. 

Tax Liability for Taxable Year Ended December 31, 1935. 

Liabilitv Assessed Deficiencv 
Income Tax $4,202.65 $1,206.22 $3,056.43 

In making this determination cf your tax liability, care¬ 
ful consideration has been given to the report of examina¬ 
tion dated .Tanuary 4, 1938; to your protest dated July 14, 
19.38; and to the statements made at the conference held at 
Washington, D. C. on September 7, 1938. 

A copy of this letter has been mailed to your representa¬ 
tive, Mr. Walter S. Orr, c/o Messrs. AVhite and Case, 14 
Wall Street, New York, New York, in accordance with the 
authority contained in the power of attorney executed by 
you and on file with the Bureau. 
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($2,610.1^3) 


Adjustments to Net Income 
Net loss as disclosed by return 
Unallowable deductions: 

(a) Capital stock tax disallowed $ 18.00 I 

(b) Depletion disallowed 33,593.24 33,611.214 


Net income adjusted $31,001.1il 

I 

Explanation of Adjustments | 

I 

(a) The amount of $1,400.00 was claimed as a deduction 

for capital stock tax, whereas the amount of $1,382.00 ic- 
cruod during: the year 1935. The excess of .$18.00 is disjil- 
lowed as a deduction. | 

(b) Depletion claimed on return $33,639.94 

Depletion allowed as shown in Exhibit A 46.70 


Depletion disallowed $33,593.24 

9 Exhibit I 

Sheridan Wvomins: Coal Co., Inc. Statement. 

Election was made for the year 1934 to take depletion <j)n 
the percentage basis. In accordance with section 114(b) (4) 
of the Revenue Act of 1934, the depletion for 1935 is coi^i- 
puted on the same basis. | 

Computation of Tax j 

Income Tax i 


Net income adjusted 
Income tax at 13%% 

Income tax previously assessed: 
January 1938, :^52000 

Deficiencv of income tax 


$31,001.11 I 
4,262.65 ; 

1,206.22 i 


$3,056.43 
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Sb«rldA& w'/OBln^ Coal ConpanT’. Zao. 

ULuXbZ? A 

•jsfUBioa ccaevtjaioii - loss 




Salaa 

Cost of Salas 
labor 

Otbar Salarlaa 
Suppllas 
’ foallsoaoua 
^^iTsntory Zneraaaa 
Xatarast Rsaalvad 
Rants 
Aoyaltlas 
Capital OalA 
Ot£sr laeona 
Cash i/lseounta 
Supaervlslon 
Bad dabts 

Coapsnsatlon of affloara 
Ra Its 

Xnv«rast <> Rotas A Loans) 
Zatarast <• Bonds } 

7axas 

Lossas • i>baBdODnant«ato» 
boras 

>J,aaiibum propartlas 
Sad uabts 
Capraeiatloa 
Salarlaa A <*agaa 
Ot*'«r Jaduotlonsi 

ppUas A cScpaosas 
Znsuranoa 
Association buss 
Talaphona St Valagrapib 
frl'tlsg A stationary 
TrsTallog i-jcpansa 
blraotora lass 
Lagal ^Bcpansa 
Advartlslag 
Othar bond axpsnaa 
Auto axpansa 
Ztlt^f iiaat u I'l 


•CC69*7S1.20 


$B4S,48e.flB 

6.642.91 

97.411.44 

600.4B 


• 63 . 766.16 


^.ips.u 


1.624.98 


283.06 

6.400.00 


934.08 


14.192.46 

44.086.63 

7.108.41 

99.982.88 

86.684.14 

17,03 

3.868.77 

68.968.68 

17.867.80 


17.301.60 

982.87 

1.731.78 

1.641.67 
8.244.28 

460.00 

600.00 

3.402.68 
863.16 

3.723.13 

2.608.88 


411.48 

46.6^7.88 


1 . 0^1 


>9.60 


8117.13 


11.840.88 


1.800.44 


10.671.76 

1.658.74 
86.697.86 

8.861.38 

7.221.74 
8.870.94 
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•yyoaln^ Coml Conpanjr^ Inc* 

E.jiIBrr A (Continued) 
DiPL-rriON COCcrjTAniOS - 1936 


*tesg 


Cod* £xp«a** f &6I«07 

Cottu:l*slena 3^061«93 

loount* *llo«*d 768.38 

bond dlaoount aad oatpoo** 81^&40.Slr 
Kl*e*ll*n*<M* 8,088.97 

selling axp^n** • purc>a***r1 «o*l v 4,166.88 


$ 4,166.58 


TeUil* 


1*4 prcfit or lo** b«foor* 
•dJuAtoaat* *ad d*pl*ticix 


«708,a66.&0 ^(681,066.84 &034.06 1131,848.27 $Iil7^fieai 

i 

$(81,600.76) $934.06 $(14,343.40') I 


C*. ;al atook tax 

1*4 profit b«for* daplatloo 

D*pl*4ion allo**bl* *4 6)( 


■iSafig 


6(81,688.78) $034.06 $(14,343.40) 

Son* $ 46.70 Son* 


• D*duot*d froa tla* avotm aal** oT $678,833.76 ar* rojmltl** of $8,066.30 and 
r*Bta of $406.86. 


! 
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12 Endorsed: United States Board of Tax Appeals 

Filed Nov 6 1939 I 

i 

United States Board of Tax Appeals | 

Docket No. 96906. i 

Sheridan-Wyoming Coal Company, Inc., Petitioner, ■ 

i 

Commissioner of Internal Revenue, Respondent. ! 

Answer To Amended Petition \ 

The Commissioner of Internal Revenue, by his attorney, 
»J. P. Wench cl, Chief Counsel, Bureau of Internal Revenue, 
for answer to the amended petition filed in the above-en¬ 
titled proceeding, admits and denies as follows: 

1 

(1) Admits the allegations contained in paragraph (;1) 

of the amended petition. I 

(2) Admits the allegations contained in paragraph (2) 

of the amended petition. i 

(3) Admits the allegations contained in paragraph (iS) 

of the amended petition. I 

(4) Denies that the Commissioner erred as alleged ^n 
paragraphs (4) (a) and (b) of the amended petition. j 

(5) Admits the allegations contained in paragraphs (5) 

(a), (b) and (c) of the amended petition. i 

(6) Denies generally and specifically each and every Al¬ 

legation contained in the amended petition not hereinbje- 
fore admitted, qualified or denied. j 

13 WHEREFORE, it is prayed that the petitioneij’s 

appeal be denied. I 

Signed J. P. WENCHEL, E.M.W. ! 

Chief Counsel, \ 

Bureau of Internal RevenAj^e. 

j 

Of Counsel: | 

RALPH E. SMITH, | 

Special Attorney, | 

Bureau of Internal Revenue. \ 


I 

I 
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14 U. S. Board of Tax Appeals Filed at Hearing 
Nov. 6 1939 

Docket No. 96906 

United States Board of Tax Appeals 
Sheridan-Wyoming Coal Company, inc., Petitio^ier, 


- V. 

Commissioner of Internal Revenue, Respondent. 

Stipulation of Facts 

It is hereby stipulated and agreed by and between the 
parties hereto through the undersigned, their respective 
attorneys, that the following facts are true and may be in¬ 
cluded by the Board in its findings of fact, subject to the 
right of either parly to introduce other evidence not incon¬ 
sistent with the facts herein stipulated to be true. 

(1) The petitioner, SheridanAVyoming Coal Company, 
Inc., is a corporation organized as of January 1, 1920, un¬ 
der the laws of the State of Delaware with its principal of¬ 
fice at Monarch, Wyoming, and with offices at 17 Battery 
Place, New York, New York. The petitioner’s Federal in¬ 
come tax return for the calendar year 1935 was filed with 
the Collector of Internal Revenue for the District of Wy¬ 
oming. 

(2) At all times material herein, petitioner was engaged 
in the business of mining and selling of coal. 

15 (3) As of date of its organization, petitioner ac¬ 

quired by purchase the properties of several coal 
mining companies for a stated consideration of $5,760,000. 
The purchase price was paid in part from the proceeds of 
an issue of $3,500,000 7% First ^lortgage Bonds. As of 
June 30, 1927, there remained outstanding 7% First Mort¬ 
gage Bonds of the face amount of $1,733,000. 

(4) As of .July 1, 1927, the petitioner issued $.3,000,000 
of 6% First Mortgage Sinking Fund Bonds of which $1,- 
73.3,000 were exchanged for $1,7.33,000 7% First Mortgage 
Bonds then outstanding. The remainder of the proceeds 
of the .$3,000,000 6% First Mortgage Sinking Fund Bonds 
was used for the payment of other indebtedness and for 
working capital. 
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(5) During the calendar year 1935, the petitioner pur¬ 

chased and retired $153,500 face amount of its 6% Flirst 
Mortgage Sinking Fund Bonds at a cost of $87,460, resjult- 
ing in a profit of $66,040. For the same’year the petitioner 
had expenses in connection with the said issue of bonds as 
follows: j 

Interest on Bonds $ 99,98^.52 

Bond Discount and Expense Amortization 21,84p.31 

Total $121,82^.83 

(6) The petitioner elected to have its depletion allowalnce 
computed on the percentage basis for the calendar year ^934 
and subsequent years in accordance with Section 114(b)j(4) 

of the Revenue Act of 1934. I 

16 (7) In computing the deduction for depletion; al¬ 

lowable under Section 114(b)(4) of the Revenue Act 
of 19,34 for the calendar year 1935, the Commissioner pas 
excluded the profit of $66,040. on bonds retired during tjiat 
year and deducted the expenses of $121,822.83 for interest 
and amortization in order to arrive at the “50 percent of 
the net income of the taxpayer (computed without allow¬ 
ance for depletion) from the property” to which said;al¬ 
lowance for depletion is limited. i 

(8) There are attached hereto and made a part herbof 
the following described exhibits: i 

_ ** I 

Exhibit 1—A balance sheet of the petitioner, Sheridan- 
Wyoming Coal Company, Inc., as of December 31,1934, ajnd 
as of December 31, 1935, before allowance for depletion for 
the vear 1935. i 

Exhibit 2—A statement showing the income and expenses 
of the petitioner, Sheridan-Wyoming Coal Company, Iijic., 
for the calendar year 1935. j 

ELLSWORTH C. ALVORD j 

FLOYD F. TOOMEY i 

Attorneys for Petitioner j 

J. P. WENCHEL I 

Copy A. L. F. I 

Attorney for Respondent \ 
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BALAHCB SHEKT 

fOOaZtMlMriOKIBO COAL C01C?AlOr» IXC* 
AS OF OSCCMBSa 33^ Xd34. AKD AS OF 
DBCXKB2R SX, 1985# BSFOl^ AliLCAVAKCS 
FOa DEPI.BTZOF FOB IHB YEAR 1985* 


MCEIUBER 31, 1935, 


ASSETS 

DECEMBER 31. 1934 

BEFORE DEPLETION 

Bank Deposits 

4 8,406.07 

1 25,631.75 

Cash. 

54,048.32 

5C,€32.64 

Accounts Receivable 
ZAventories -• 

07,072.21 

115,225.65 

Supplies 

ioa,sao.s4 

95,255.24 

Coal 

2,440.00 

5,964.98 

Znvestneats 


5,430*69 

Prepaid ZAsuranoe 

9,332.99 

6,105.55 

Prepaid Suadrp 

Capital Assets: 

1,681.78 

1,598.44 

Buildings 

1,084,861.46 

959,5X5.05 

Kachinspj a Squipsieiit 

1,481,460.59 

1,445,529.91 

Pumitore h Fixttires 

55,675,50 

55,541.41 

Other Assets 

258,907.59 

256,256.52 

Depl#table Assets 

2,557,484.84 

8,657,484.84 

Land 

29,165,77 

29,165.77 

Bond Disccmnt 

155.57f.46 

115.757.15 

Total Assets 

5,758,955.92 

5,660,355.55 

LIABILITIES 

Votes Payable 

122.000.00 

57,770.79 

125,500.00 

Accounts Payable 

41,044.74 

Vertgages 

1,741,500,00 

1,688,800.00 

Aserued Interest 

57.92 

40.35 

Accrued Taxes 

15,417.50 

15,780.52 

Accrued ficpenses 

U,276.91 

20,247.52 

Rsserre for Bad Debts 

6,000.00 

6,000.00 

Reserve for Depreoiation 

2,180,958.94 

8,166,663.35 

Reserve for Depletion 

267,592.65 

267,592,66 

Preferred Stock 

1,760,000.00 

1,760,000.00 

Cosmen Stock 

aopooo.oo 

80^000.00 

Surplus (Osfioit) 

467.412.60 

427.816.57* 

Total LiabiliUes i 

^ a«Ab. 4 ^-A 

$5,660,855.53 


«Reoonolliatlon of Surplus# 

Siuppltia as of Deeanber 51, 1934 
Add! Ket iftoone per Bit, 2 

Balance 

Lsssi Zncone tax paid at soiiroe 
Oonatlons disallowed 


$457,412.60 

...asatZia 

$426,364.79 

1,461,58 


rplas as of December 51# 
1955, before depletion 


«i#o&6,ao 


$487,816.57 
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19 United States Board of Tax Appeals i 

Docket No. 96906. i 

I 

Shekidan-Wyoming Coal Company, Inc., Petitioner ,! 

! 

Commissioner of Internal Revenue, Respondent. \ 

\ 

In computing net income for purposes of depletion, p<^ti- 
tioner must deduct amounts representing interest and amor¬ 
tization of bond discount and expense from gross income. 
Mirabel Quicksilver Co., 41 B. T. A. 401. I 

Ellsworth C. Alvord, Esq., and Floyd F. Toomey, Es^., 
for the petitioner. | 

Ralph E. Smith, Esq., for the respondent. 

Memorandum Findings of Fact and Opinion I 

This proceeding was brought for the redetermination 'pf 
a deficiency in petitioner’s income tax for the year 1935 ^n 
the sum of $3,056.43. j 

The sole issue to be determined by the Board is whethier 
or not respondent erred in deducting amounts representiijig 
interest and amortization of bonds in computing petition¬ 
er’s net income for purposes of the depletion allowance uh- 
der section 114 (b) (4) of the Revenue Act of 1934. I 

Finding of Fact I 

The facts were stipulated substantially as follows: I 

Petitioner is a corporation organized on January 1,192|0, 
under the laws of the State of Delaware and has its princi¬ 
pal office in Monarch, Wyoming. At all times matcrikl 
herein, petitioner was engaged in the business of minihg 
and selling coal. i 

As of the date of its organization, petitioner acquired by 
purchase the properties of several coal mining companies 
for a stated consideration of $5,760,000. The purchase price 
was paid in part from the proceeds of an issue of $3,500,000 
7 per cent first mortgage bonds. On June 30, 1927, theiie 
remained outstanding 7 per cent first mortgage bonds of |a 
face amount of $1,733,000. 

On July 1, 1927, petitioner issued $3,000,000 of 6 per cerjt 
first mortgage sinking fund bonds of which $1,733,000 wer|e 
exchanged for $1,733,000 7 per cent first mortgage bondls 
then outstanding. The remainder of the proceeds of thg 
$3,000,000 6 per cent first mortgage sinking fund bonds wab 



18 SHERIDAN-WYOMIXG COAL CO., INC. VS. HELVERING. 

used for the payment of other indebtedness and for work¬ 
ing capital. 

During the calendar year 1935, petitioner purchased and 
retired $153,500 face amount of its 6 per cent first mortgage 
sinking fund bonds at a cost of $87,460, resulting in a profit 
of $66,040. For the same year the petitioner had expenses 
in connection with that issue of bonds as follows: 

Interest on Bonds $ 99,982.52 

Bond Discount and Expense Amortization 21,840.31 


Total $121,822.83 

20 Petitioner elected to have its depletion allowance 
computed on the percentage basis for the calendar 
year 1934 and subsequent years in accordance with section 
114 (b) (4) of the Revenue Act of 1934. 

In computing the deduction for depletion allowable un¬ 
der section 114 (b) (4) of the Revenue Act of 1934 for the 
calendar year 1935, respondent excluded the profit of 
$66,040 on bonds retired during that year and deducted 
the expenses of $121,822.83 for interest and amortization 
in order to arrive at the “50 percent of the net income of 
the taxpayer (computed without allowance for depletion) 
from the property^’ to which the allowance for depletion is 
limited. 

Petitioner’s income and expenses for the year 1935, be¬ 
fore depletion, were as follows: 


Source 


Net Income 

Mining Operations: 


(or Loss) 

Income 

$690,138.40 


Expense 

589,898.32 

$100,240.08 

Royalty Income 


934.05 

Non-mining Operations: 

Income 

$117,498.78 


Expense 

131,842.27 

(14,343.49) 

Unallocated: 

Retirement of bonds 


66,040.00 

Interest on bonds 


(99,982.52) 

Bond discount and Expense amortization 

(21,840.31) 


Total $31,047.81 
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Opinion 

Van Fossan: The question before us is whether or hot 
amounts representing interest and amortization of b(|>nd 
discount and expense must be deducted from petitionejr’s 
gross income in computing its net income for purposes! of 
the depletion allowance under section 114 (b) (4) of jthe 
Revenue Act of 1934. 

Petitioner contends that the interest and amortization 
of its bond discount and expense are capital charges bejar- 
ing no relationship to its physical properties or the incobe 
from those properties. It urges that these items are hot 
attributable to the mining property and should not be de¬ 
ducted from gross income in determining net income for 
purposes of depletion. Respondent, however, argues that 
the interest and amortization of bond discount and Jjx- 
pense do not diifer from other expenses incurred in connjec- 
tion with the mining property and, hence, should not jbe 
excluded from net income. 

In Mirabel Quicksilver Co., 41 B. T. A. 401, reviewed ^y 
the Board subsequent to publication, we held that interest 
paid on money borrowed for development and equipment 
expenses must be deducted from gross income in computing 
net income for purposes of depletion. The interest on pe¬ 
titioner’s bonds, therefore, must be deducted from gross in¬ 
come in arriving at net income for the purpose of compht- 
ing percentage depletion. ! 

We see no material difference in the deductibility of in¬ 
terest and that of bond discount and expense amortization. 
Each is a proper deduction from gross income in determin¬ 
ing net taxable income and each bears a direct reja- 
21 tion to income derived from the property. Accord¬ 
ingly, we hold that both the interest and the bond dis¬ 
count and expense amortization must be deducted frqm 
gross income in determining net income for purposes iof 
the computation of petitioner’s depletion allowance. | 

Decision will be entered for the respondent. | 

Entered June 24, 1940 (Se4l) 







20 SHERIDAN-WYOMING COAL CO., INC. VS. HELVERING. 

22 Endorsed: Entered Jun 25 1940 

United States Board of Tax Appeals 
Washington 
Docket No. 96906 

Sheridan-Wyoming Coal Company, Inc., Petitioner, 

V. 

Commissioner of Internal Revenue, Respondent. 

Decision 

Pursuant to the determination of the Board, as set 
forth in its Memorandum Findings of Fact and Opinion 
entered June 24, 1940, it is 

Ordered and Decided: That there is a deficiency in in¬ 
come tax due from this petitioner for the year 1935 in the 
amount of $3,056.43. 

Enter: (Signed) ERNEST H. VAN FOSS AN 

(Seal) Member. 

23 Endorsed: United States Board of Tax Appeals 
Filed Sep 7-1940 

United States Board of Tax Appeals 

Docket No. 96906 

Sheridan-Wyoming Coal Company, Inc., Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Stipidation 

It is hereby stipulated and agreed by and between the 
parties to the above-entitled cause by the undersigned, 
their attorneys, that the decision of the United States Board 
of Tax Appeals in said cause, dated June 25, 1940, and re¬ 
determining a deficiency in income taxes against the above- 
named petitioner for the calendar year 1935 in the amount 
of $3,056.43, may be reviewed by the United States Court 
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of Appeals for the District of Columbia. This agreembnt 
is made pursuant to the provisions of section 1141(b) (2J of 
the Internal Revenue Code. ! 

(s) ELLSWORTH C. ALVORD,| 

Munsey Building, i 

Washington, D. C. I 

Attorney for Petitioner. ! 

(s) SAMUEL 0. CLARK, JR. | 

Assistant Attorney Generat^ 
Attorney for Respondent.] 
September 6, 1940. | 

24 Endorsed: United States Board of Tax Appeals 

Filed Sep 7 -1940 | 

United States Board of Tax Appeals j 

Docket No. 96906 

j 

Sheridan-Wyoming Coal Company, Inc., Petitioner, | 

i 

V. I 

Commissioner of Internal Revenue, Respondent. ; 

i 

Petition For Review \ 

! 

The petitioner, Sheridan-Wyoming Coal Company, Inp., 
petitions for a review by the United States Court of Ap¬ 
peals for the District of Columbia of the final decision j3f 
the United States Board of Tax Appeals entered in t^e 
above-entitled proceeding on June 25, 1940, in which t^ie 
Board determined that there was a deficiency in income 
taxes due from the petitioner for the calendar year 19^ 
in the amount of $3,056.43. ! 

J urisdiction j 

• 

Jurisdiction is invoked under sections 1141 and 1142 bf 
the Internal Revenue Code. 1 

i 

Venue 

\ 

I 

The petitioner is a corporation organized under the lav^s 
of the State of Delaware, with its principal office at Mon¬ 
arch, Wyoming, and with offices at 17 Battery Placb, 

25 New York, New York. The petitioner’s federal in¬ 
come tax return for the calendar year 1935 was filejd 
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with the Collector of Internal Revenue for the District of 
Wyoming. On September 7th, 1940, pursuant to section 
1141(b)(2) of the Internal Revenue Code, the parties filed 
with the Clerk of the Board of Tax Appeals a stipula¬ 
tion in which it was agreed that the final decision of the 
Board of Tax Appeals entered on June 25, 1940, as afore¬ 
said, might be reviewed by the United States Court of Ap¬ 
peals for the District of Columbia. 

(s) ELLSWORTH C. ALVORD, 
Munsey Building, 
Washington, D. C. 

Attorney for Petitioner. 

26 Endorsed: United States Board of Tax Appeals 
Filed Sep 9-1940 

In the United States Court of Appeals for the District of 

Columbia. 

B. T. A. Docket No. 96906. 

Sheuidan-Wyoming Coal Co., Inc., 

Petitioner on Revieio 
vs. 

Commissioner of Internal Revenue, 
Respondent on Review 

Notice of Filing Petition For Review 

To: J. P. Wenchel, Chief Counsel, 

Bureau of Internal Revenue. 

You are hereby notified that Sheridan-Wyoming Coal 
Co., Inc., did, on the 7th day of Sept., 1940, file with the 
Clerk of the United States Board of Tax Appeals, at Wash¬ 
ington, D. C., a petition for review by the United States 
Court of Appeals for the District of Columbia, of the deci¬ 
sion of the Board heretofore rendered in the above entitled 
case. Copy of the petition for review as filed is hereto at¬ 
tached and served upon you. 

Dated this 9tli day of Sept., 1940. 

B. D. GA.MBLE, Clerk, 

U. S. Board of Tax Appeals 

Sendee of copy of Petition for Review acknowledged this 
9th dav of Sept., 194... 

J. P. WENCHEL 

C.A.R. 
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27 Endorsed: United States Board of Tax Appeials 

Filed Sep 7-1940 I 

United States Board of Tax Appeals ; 

] 

Docket No. 96906 I 

! 

Sheridan-Wyoming Coal Company, Inc., Petitioner, \ 

\ 

V. i 

Commissioner of Internal Revenue, Respondent. I 

Designation of Portions of Record on Review i 

( 

To the Clerk of the United States Board of Tax Appeals: 

You will please prepare, transmit, and deliver to the Cl(|jrk 
of the United States Court of Appeals for the District i of 
Columbia copies duly certified as correct of the followijng 
documents and records in the above-entitled proceeding, I in 
connection with the petition for review heretofore filed jby 
the petitioner. | 

(1) Docket entries of the proceeding before the Board.] 

(2) Pleadings before the Board: j 

(a) Amended petition filed October 23, 1939. I 

(b) Answer to amended petition filed November 6, 1939. 

(c) Stipulation of facts, together with Exhibits 1 anc^ 2 

attached thereto. i 

(d) Findings of fact and opinion of the Board promul¬ 
gated June 24, 1940. I 

(e) Decision of the Board entered June 25,1940.| 

28 (f) Stipulation relative to venue. ! 

(g) Petition for review, together with notificat^n 

of the filing of said petition. | 

(h) Orders (if any) enlarging the time for the prepara¬ 

tion and transmission of the record on review not includ(jid 
in record. i 

(i) This designation of portions of record on review, ! 

(s) ELLSWORTH C. ALVORD | 

jMunsey Building, i 

Washington, D. C. I 

Attorney for Petitioner. \ 
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Service of a copy of the within designation of portions 
of record on review is hereby admitted this 7th day of Sep¬ 
tember, 1940. 

J. P. WENCHEL, 

C.A.R. 

Chief Counsel, 

Bureau of Internal Revenue. 

Attorney for Resj)ondent on review. 

29 United States Board of Tax Appeals 

Washington 

Docket No. 96906 

Sheridan-Wyoming Coal Company, Inc., Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Certificate 

I, B. D. Gamble, clerk of the U. S. Board of Tax Appeals, 
do hereby certify that the foregoing pages, 1 to 28, inclu¬ 
sive, contain and are a true copy of the transcript of record, 
papers and proceedings on file and of record in my office as 
called for by the Praecipe in the appeal (or appeals) as 
above numbered and entitled. 

In testimonv whereof, I hereunto set mv hand and affix 
the seal of the United States Board of Tax Appeals, at 
Washington, in the District of Columbia, this 30th day of 
September, 1940. 

B. D. GAMBLE, 

(Seal) Clerk, 

United States Board of Tax Appeals. 

Endorsed on cover: No. 7768 Sheridan-Wyoming Coal 
Co., Inc., Petitioner, vs. Helvering. United States Court 
of Appeals for the District of Columbia Filed Oct 4-1940 
Joseph W. Stewart, Clerk 
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United States Court of Appeals for the 
District of Columbia 

I 

I 

I 

I 

No. 7768 


Sheridax-Wyoming Coal Company, Inc., Petitioner^ 

V. j 

I 

Guy T. Helvering, Commissioner of Internal Reventije. 


BRIEF FOR PETITIONER 


JURISDICTIONAL STATEMENT | 

This proceeding involves the correctness of an or4er 
of the Board of Tax Appeals determining that there is! a 
deficiency of $3,056.43 in income taxes due from the pef;i- 
tioner for the calendar year 1935. Notice of respondent’s 
determination was mailed on October 31, 1938. (R. 5) On 
January 26,1939, pursuant to section 272(a) of the Revenue 
Act of 1934, the petitioner filed its petition for a redet^r- 
mination with the Board of Tax Appeals. By permission 

I 

of the Board, an amended petition was filed on October 23, 
1939, (R. 2, 3) and issue was joined thereon. (R. 11) The 
final order of the Board of Tax Appeals was entered (l)n 
June 25, 1940. (R. 20) I 

The petitioner’s Federal income tax return for the yehr 
1935 was filed with the Collector of Internal Revenue f^r 

1/ I 

I 

i 

i 

I 

i 

! 
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the District of AVyoming. Pursuant to section 1141(b)(2) 
of the Internal Revenue Code, the parties on September 7, 
1940, filed with the Board of Tax Ap])eals a stipulation 
a.e:reein<»: that the decision of the Board mijrht be reviewed 
by this Court. (R. 20) On the same date the petitioner 
filed its petition for review. (R. 21) Jurisdiction is in¬ 
voked under sections 1141 and 1142 of the Internal Revenue 
Code. 

STATEMENT OF THE CASE 

The facts were stipulated. (R. 12-16) The petitioner, 
Sheridnn-Wyoming Coal Company, Inc., is a corporation 
ore:aniz(*d under the laws of the State of Delaware, with its 
principal oflice at Monarch, 'Wyominj^. At all times ma¬ 
terial herein, the petitioner was en<>aged in the business 
of minini*- and sellini;- coal. (R. 12) The only issue in¬ 
volved relates to the computation of the percentage deple¬ 
tion allowance for the year 19.3.“). 

On or about January 1, 1920, the petitioner ac(|uired by 
))urchase the properties of several coal mining com})anies 
for a stated consideration of $.3,760,000.00, which was i)aid 
in ])art from the proceeds of an issue of .$3,.300,000.00 face 
amount of First Mortgage Bonds. On .lune .30, 1927, 
there remained outstanding $1,7.33,000.00 face amount of 
said bonds. As of July 1, 1927, the ])etitioner issued $3,- 
000,000.00 face amount of 6% First Mortgage Sinking Fund 
Bonds, of whicli $1,7.33,000.00 were exchanged for the then 
outstanding 7% First Mortgage Bonds. The balance of 
the i)i*oceeds of the new bonds was used for the payment of 
other indebtedness or for working capital. (R. 12) 

On January 1, 1935, the petitioner had outstanding 
$1,741,500.00 face amount of its 69^ First ^lortgage Sinking 
Fund Bonds. (R. 15) During the calendar year 1935, the 
petitioner purchased and retired $153,500.00 face amount 
of said bonds at a cost of $87,460.00, resulting in a profit 
of $66,040.00. For the same year, the interest and amorti- 



zation of discount and expense on account of said issue of 
bonds amounted to $121,822.83. (R. 13) | 

The petitioner duly elected to have its depletion all jo w- 
ance computed on the percentage basis for the caleniiar 
year 1934 and subsequent years (including the calendar 
year 1935) in accordance with section 114(b) (4) of jthe 
Revenue Act of 1934. (R. 13) In its return for the calen¬ 
dar year 1935, the petitioner deducted the sum of $^3,- 
639.94 for percentage depletion. In his notice of deficieiicy, 
the respondent disallowed $33,593.24 of the amount clainied, 
resulting in the allowance of a deduction for depletion! of 
only $46.70. (R. 7) Said disallowance was based upop a 
determination that, in computing the “50 percent of the Jiet 
income of the taxpayer * • * from the property”! to 

which the petitioner’s allowance for percentage depletion 
is limited, there should be excluded the profit of $66,040j.00 
on bonds retired and there should be deducted the expenjses 
of $121,822.83 for interest and amortization. (R. 13) ; 

I 

The net income of the petitioner for the calendar y^ar 
1935, before depletion, was as follows; (R. 16,18) i 


Source 


Credit 
(Or Dehjt) 

Mining Operations: 1 

Income 

$690,138.40 

1 

Expense 

589,898.32 

$100,240.q8 

Ttoyalty Income 


934.Q5 

Non-mining Operations: 1 

Income 

$117,498.78 

131,842.27 

; 

Expense 

(14,343.4p) 

Unallocated: 

Retirement of bonds 


66,040.00 

Interest on bonds 


(99,982.52) 

Bond discount and expense 

amortization 


(21,840.31) 

Net Income Before Depletion 


$ 31,047.81 
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STATUTES AND REGULATIONS 

The relevant parts of the statutes and regulations are set 
forth in an Appendix. 

POINT RELIED ON 

The petitioner’s “net income * • * from the prop¬ 

erty” within the meaning of section 114(b)(4) of the Rev¬ 
enue Act of 1934 should be computed without regard to the 
income or expenses attributable to the petitioner’s out¬ 
standing 6% First Mortgage Sinking Fund Bonds. 

SUMMARY OF ARGUMENT 

In computing the petitioner’s “net income • * * from 
the property” within the meaning of section 114(b)(4) of 
the Revenue Act of 1934, the respondent has erroneously 
deducted bond interest and amortization of bond discount 
and expense. Such items are capital charges not attribut¬ 
able to the mining property or to the operation thereof and 
boar no relation to the depletion or exhaustion actually sus¬ 
tained. Tlie depletion allowed by the respondent after de¬ 
ducting the bond interest and amortization of bond discount 
and expense is not a “reasonable allowance for depletion” 
as provided for by section 23(m) of the 1934 Act. 

ARGUMENT 

The petitioner’s “net income * * * from the property” 
within the meaning of section 114(b)(4) of the Revenue 
Act of 1934 should be computed without regard to the in¬ 
come or expenses attributable to the petitioner’s outstand¬ 
ing 6% First Mortgage Sinking Fund Bonds 

On January 1, 1935, the petitioner had outstanding 
$1,741,500.00 face amount of bonds. During the year 1935 
the petitioner purchased and retired $153,500.00 face 


0 


amount of said bonds at a cost of $87,460.00, thereby reejliz- 
ing income in the amount of $66,040.00, being the differejiice 
between the face amount and the cost of the bonds retired, 
under the decision of the Supreme Court in United Siate'^s v. 

I 

Kirby Lumber Company^ 284 U. S. 1. For the same yiear 
tlie interest and amortization of bond discount and expejnse 
attributable to the outstanding bonds aggregated $1^1,- 
822.33. ! 

i 

The only question involved in this proceeding relates to 
the proper treatment in computing the allowable deductjion 
for ]iereentago depletion for the year 1935, of the incejme 
and expenses attributable to the petitioner’s bonds. In tjhis 
respect, section 114(b)(4) of the Revenue Act of 1934^^ in 
so far as material, provides: i 

“The allowance for depletion under section 63(m) 
shall be, in the case of coal mines, 5 per centilim, 
* * * oi the (jros^s income from the property 

the taxable year, excluding from such gross incomeian 
amount equal to any i-ents or i*oyalties paid or incuri|*ed 
by the taxpayer in respect of the property. Si|ch 
allowance shall not exceed 50 per centum of the net 
income of the taxpayer (computed without allowaiee 
for dei^letion) from the property. ***'>’> [Italics 
ours.] ; 

I 

I 

The above provision for percentage depletion in the case 
of coal mines first appeared in section 114(b)(4) of tjhe 
Revenue Act of 1932. ! 

The respondent in this proceeding seeks to determine tihe 
petitioner’s “gross income from the pro])erty” withejut 
regard to the profit on its bonds and to determine i)eti- 
tioner’s “net income * * * from the property’’by eje- 

ducting the expense attributable to those bonds. The pi- 
consistency of this position is obvious. | 

The phrase “net income * * * from the propertyj”, 

has been held by the Supreme Court to be peculiarly susedp- 
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tible of administrative construction. {Ilelvering v. Wil- 
shire Oil Company, Inc., 308 U. S. 90) That phrase has 
been construed by the respondent in Rei>:ulations 77 relatinjj: 
to the 1932 Act and in Regulations 86 relating to the 1934 
Act, as follows: 

“ ‘Net income of the taxpayer (computed without 
allowance for de|)letion) from the property,’ * * * 

means the ‘gross income from the property’ as defined 
in paragraph (g) less the allowable deductions attribu¬ 
table to the mineral property u])on which the depletion 
is claimed and the allowable deductions attributable to 
the ])rocesses listed in paragraph (g) in so far as they 
relate to the product of such property, including over¬ 
head and operating expenses, development costs, pro])- 
erly charged to expense, depreciation, taxes, losses sus¬ 
tained, etc., but excluding any allowance for de])letion. 
Deductions not directly attributable to particular proj)- 
erties or processes shall be fairly allocated. * * * ” 

[Regs. 86, Art. 23(m)-l(h)—Italics ours] 

This definition of net income from the property was within 
the power of the Commissioner to prescribe {TJclvcring v. 
Tr/7.s7o’/v' Oil Company, Inc., Supra), has the effect of law, 
and is equally binding upon the petitioner and upon the 
respondent. {Ilelvering v. Winmill, 305 U. S. 79, 83; Ilel¬ 
vering V. Reynolds Tobacco Co., 306 TJ. S. 110) 

The regulations relating to the Revenue Act of 1934, and 
applicable to the year involved in this proceeding, thus de¬ 
fine “net income * * * from the property’’ as “gross 

income from the property” (as defined in Art. 23(m)-l(g)) 
less the following: 

(1) The allowable deductions attributable to the 
mineral property upon which the depletion is claimed; 
and, 

(2) The allowable deductions attributable to certain 
processes which are recognized for the purpose of com¬ 
puting “gross income from the property” as a part 
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of the miiiinjj: operations, in so far as such declucticins 
relate to the product of such property. i 

Among the “allowable deductions” inclwJcd in the ab^ve 
are, specifically enumerated, “overhead and operating ^‘x- 
penses, development costs properly charged to expen'se, 
depreciation, taxes, losses sustained, etc.” In other woi'ds, 
the phrase “ hidudintj overhead and operating expenses, 
development costs i^roperly charged to expense, deprecia¬ 
tion, taxes, losses sustained, etc.”, relates to the character 
of deductions referred to in more general tei‘ms in the i)i*e- 
ceding phrases and does not provide for an additional chiss 
of deduction. This interpretation of the term “includini^” 
is entirely consistent with the definition in section 801(b) 
of the Kevenue Act of 1934 and has been clearlv sustained 

* I 

in Bed Wiuf] MaUlng Co. v. Willcuts, 15 F. (2d) 620, 6'30 
(C. C. A. 8th), cert, denied 273 U. S. 763. It is likewise 
clear that i)etitioiier’s interpretation of Article 23(m)-l(l^), 
as a whole, is consistent with the decision of the Supreme 
Court in Ilelverbig v. Wilshlrc Oil Compavg, Lie., 
since development costs, tangible or intangible, are directjly 
attributable to the property. j 

AVe submit that the bond interest and amortization pf 
bond discount and expenses are neither (1) deductions (\f- 
frihufdhlr to tlie mineral property, nor (2) deductions alfrih- 
ttfahlr to tlie ])rocesses which are recognized as a i)art |of 
the mining operations and relating to the product of t)ie 
j)roperty. The terms attributable, to the mineral prop¬ 
erty” and at t rib lit able to the processes” as used in tlie 
regulations, import some relationship between the subject 
and its “attribute”. {Cf. Webster\^ New luterualioual J)l\r- 
tiouarg of the Kuglish Language, G. & C. .Merriam 
pany, Springfield, Mass., 1932, F. 150) Thus in determiniilg 
“gross income from the property”, the term '"frouC% ps 
used in the statute, has been construed by the Supren|ie 
Court to include only the products derived from the mineriil 


! 

i 

i 





8 


property. {Helvering v. Ttcin Bell Oil Syndicate ^ 293 U. S. 
312, 320-321; Ilelvering v. Elbe Oil Land Development Co., 
303 U. S. 372, 375-376; Darby-Lynde Co. v. Alcxatidcr, 51 
F. (2d) 56 (C. C. A. 10th)) 

The Circuit Court of Appeals for the 10th Circuit, in 
Darby-Lynde Co. v. Alexander, supra, established a basic 
test for determining the gross income from the property, 
which was later adopted by the Supreme Court. (See Tlel- 
vering v. Twin Bell Oil Syndicate, supra; Ilelvering v. Elbe 
Oil Land Development Co., supra) The question in the 
Darby-Lynde Co. case was whether income derived from the 
sale of oil and gas properties (as distinguished from the 
products thereof) constituted “gross income from the prop¬ 
erty” within tlic meaning of section 204(c)(2) of the Reve¬ 
nue Act of 1926. The Court said: 

“It is obvious that, as in prior Revenue laws. Con¬ 
gress intended by section 204(c) (2) to provide an allow¬ 
ance for the exhaustion of oil and gas reserves resulting 
through the operation of oil and gas wells and the 
extraction of oil and gas therefrom. 

“We have a right to assume that Congress intended 
to provide a basis for ascertaining such allowance pre¬ 
dicated on factors bearing as reasonable relation to the 
amount of depletion or exhaustion resulting from the 
operation of such oil and gas wells, and to adopt a rule 
which would lead to a rational rather than an absurd 
result.” [Pi). 58-59] 

The Court proceeded by example to demonstrate that, if 
the income from the sale of gas and oil properties were 
included in gross income from the property, the resulting 
allowance for depletion would bear no relation to the actual 
depletion sustained. The Court concluded as follows: 

“Thus, it will be seen that the construction for which 
plaintiff contends would lead to absurd and unreason¬ 
able results. The reason for such results is that plain¬ 
tiff’s theory takes into consideration income derived 
from an act which does not in fact deplete the oil and 
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gas reserves, and includes in the formula for computing 
depletion a factor which has no reasonable relation ito 
the depletion actually sustained. i 

“In order to reach a reasonable and rational resdlt, 
the words ‘gross income’ as used in sec. 204(c) (2) rmjst 
be construed as meaning the gross income produejed 
from the operation of such oil and gas wells. Tjie 
language is clearly susceptible of the construction that 
it is income from or out of the property itself; nlot 
out of its sale.” [P.59] i 

It is apparent, therefore, that the allowance for percent¬ 
age depletion in the case of this petitioner should likewise 
bear some reasonable relation to the actual depletion sus¬ 
tained. The petitioner claimed an allowance for depleti(j)n 
in the amount of $33,639.94. The respondent claims thnt 
the depletion allowance should be $46.70. The petitioner’s 
gross income from mining operations, on which the deplje- 
tion is measured, amounted to $690,138.40. (K. 16) Tljie 

difference between the depletion of $33,639.94 as claimed 
by the petitioner, and the depletion of $46.70 as allowed l|)y 
the respondent, results from the treatment of $121,822.8p, 
representing interest and amortization of discount and ek- 
pensc on petitioner’s 6% First Mortgage Sinking Fund 
Bonds. By deducting this amount from the gross income 
from the property, the petitioner’s depletion allowance Is 
practically eliminated. Thus, the only difference in tlje 
depletion claimed by the petitioner and the depletion al¬ 
lowed by the respondent results from the nature of tlje 
petitioner’s capital structure. If additional preferred stock 
had been issued by the petitioner in lieu of bonds, and ajll 
other income and expenses had been the same, tl^e 
petitioner’s allowance for depletion would admittedly ije 
.$33,639.94. The fact that petitioner obtained its capitijl 
through bonds, rather than through additional preferred 
stock, obviously bears no reasonable relation to the amount 
of depletion or exhaustion resulting from the operation of 


j 

i 

] 

i 
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its mining properties. The same amount of coal is ex¬ 
tracted, at the same cost, and the exhaustion is the same, 
regardless of petitioner’s capital structure. 

Bond interest and amortization of bond discount and ex¬ 
pense have always been recognized as capital charges, bear¬ 
ing no relationship to the physical properties or to the in¬ 
come therefrom. In fact, in sustaining the right to amortize 
bond discount and expense, the Supreme Court, in Ilelvcr- 
ing V. Union Pacific Co., 29.3 U. S. 282, 280, said: 

“Both commissions and discount, as the Government 
concedes, are factors in arriving at the actual amount 
of interest paid for the use of capital procni’cd by a 
])ond issue. Tlie difference between the capital realized 
by the issue and par value, which is to be paid at matur¬ 
ity, must be added to the aggregate coupon payments 
in order to arrive at the total interest paid. Both dis¬ 
count and commissions are included in this ditTerence. 
If the difference be viewed as a loss resulting from the 
funding operation, it is one which is realized only ujmn 
the payment of the bonds at maturity. 

“But even if the commissions, unlike discount, may, 
as the Government insists, be regarded as a con¬ 
temporary expense of procuring capital, it is one prop- 
erlif rhargeahle to capital account. In practice it is 
taken out of the proceeds of the bonds by the banker. 
But in anv case it must be deducted from the selling 
])rice to arrive at the capital realized by the taxi)ayer 
fi-om the sjile of the bonds, in return for which he must, 
at maturity, pay the face value of tlie bonds. The effect 
of the transaction in reducing the capital realized, 
whether through the payment of commissions or the 
allowance of discount, is the same. In this respect the 
commissions do not differ from brokerage commissions 
paid ui)on the imrchase or sale of property. The regu¬ 
lations have consistently treated such commissions, not 
as items of current expense, but as additions to the cost 
of the property or deductions from the proceeds of sale, 
in arriving at net capital ])rofit or loss for ])urposes of 
computing the tax.” [Italics ours.] 
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That bond interest and amortization are capital charges 
and that ihey are properly distinguishable from the Ex¬ 
penses attributable to an operating property formed tjlie 
basis for sustaining the constitutionality of a state statute 
in Atlantic Coast Line Railroad Company v. Laughton, 262 
IT. S. 413, 417-419. In that case the State of North Carolina 
levied a tax of 3 percent of the net income of common car¬ 
riers from operations within the state. Interstate busineiss 
was apportioned according to mileage. In computing tjie 
net income to be taxed, no deduction was allowed for boEd 
interest or amortization of bond discount. With respect to 

the exclusion of those charges, the Supreme Court said: I 

i 

“The contention that the statute is obnoxious to t^ie 
commerce clause rests upon the argument that the 
state’s definition of net income differs from that 
adopted by the Interstate Commerce Commission; that 
the state is without power to depart from the Commis¬ 
sion’s definition so far as concerns interstate coih- 
merce; and that, since the statutory definition differ^, 
the act is unconstitutional. A conclusive answer to that 
argument is found in the fact that the state adopts 
(without modification) the Commission’s definition tor 
the net income of that which it taxes. For treating 
the entity to he taxed, the railroad jiroperty operat(\d, 
by the, company ivithin the state, it appears that evety 
item ivhich the railroad claims the statute wrongly di.^- 
alloived as a deduction is of such a character that it /js 
either clearly a capital charge {as distinguished /ro/p 
an operating charge), or reasonably may be deemed 
such as a matter of accounting. * * *” [P. 421-L 

Italics ours.] j 


As indicated by the Supreme Court in the above cas^, 
accounting statements are likewise prepared upon a similar 
basis. (Kester, Roy B., Principles of Accounting, 4th Edj, 
The Ronald Press, N. Y., 1939, p. 46; Sanders, Thomaj; 
Henry, et ah, A Stateinent of Accounting Principles, Aineri- 



12 


ican Institute of Accountants, N. Y., 1938, p. 27; Porter, 
Charles H., et al.. Accounting, Henry Holt and Co., X. Y., 
1935, pp. 200-201; Xewlove, George Hillis, et ah. Specialized 
Accounting, McGraw-Hill Book Co., X. Y., 1935, pp. 248-270) 
In Kester’s Principles of Accounting, the following distinc¬ 
tion is made with respect to interest: 

‘‘Telephone, Telegraph, Stationery, Postage, In¬ 
terest Expense, Commissions Paid, Insurance, Print¬ 
ing, Taxes, Etc. These all indicate by their titles the 
nature of the expense or cost items. In connection with 
the item, Interest Expense, it should bo pointed out 
that often this type of expense may be either an operat¬ 
ing or a non-operating expense, the basis for distinc¬ 
tion being much the same as that for the related in¬ 
terest income item. Thus interest expense incurred on 
short-term horroivings and other financial activities in¬ 
cidental to management of the main operations of the 
business is an operating expense; ivhereas interest on 
long-term borrowings, such as mortgages and bonds 
payable, representing a source of capital funds other 
than oivners’ investments, is to be classed as non-ope¬ 
rating. Suitable information titles to distinguish the 
two classes should be used.^’ [P. 46.] 

This distinction has been adopted by the petitioner. (P. 
16) 

CONCLUSION. 

The petitioner’s “net income * * • from the prop¬ 

erty” within the meaning of section 114(b)(4) of the Rev¬ 
enue Act of 1934 should be computed without regard to the 
income or expense attributable to the petitioner’s outstand¬ 
ing 6% First Mortgage Sinking Fund Bonds. Such a con¬ 
struction is in harmony with the statute, the regulations, 
and sound accounting principles. If section 114(b)(4) and 
the applicable regulations are construed as requiring the 
inclusion of the income or expenses attributable to the 
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petitioner’s bonds for tbe purpose of computing net income 
from the property, the petitioner is denied a “reasonably 
allowance for depletion” as provided for in section 23(mj) 

of the 1934 Act. i 

! 

Respectfully submitted, | 

Ellswouth C. Alvord, j 

Floyd F. Toomey, i 

606 Munsey Building, | 

Washington, D. C., 1 

Counsel for Petitioner. ! 
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APPENDIX 

Statutes 

Section 23(ni) of the Revenue Act of 1934 provides that 
in computing net income there shall be allowed as deduc¬ 
tions : 

“In the case of mines, oil and gas wells, other 
natural deposits, and limber, a reasonable allowance 
for depletion and for dei)reciation of ini])rovemeiits, 
according to the peculiar conditions in each case; such 
reasonable allowance in all cases to be made under 
I’ules and regulations to be i)i’escribed by the Com¬ 
missioner, with the ai)proval of the Secretary. In 
any case in which it is ascertained as a result of 
operations or of development work that the recov’er- 
able units are greater or less than the ])rior esti¬ 
mate thereof, then such prior estimate (but not the 
basis for depletion) shall be revised and the allowance 
under this subsection for sul)se(iuent taxable years 
shall be based upon such revised estimate. In the 
case of leases the deductions shall be equitably ai)por- 
tioned between the lessor and lessee. In the case of 
property held by one i)erson for life with remainder 
to another person, the deduction shall be conqmted as 
if the life tenant were the absolute owner of the prop¬ 
erty and shall be allowed to the life tenant. In the 
case of })ro})erty held in trust the allowable deduction 
shall be apportioned between th(‘ income beneficiaries 
and the trustee in accordance with the ])ertinent provi¬ 
sions of the instrument creating the trust, oi‘, in the 
absence of such provisions, on the basis of the trust 
income allocable to each. (For percentage depletion 
allowable under this subsection, see section 114(b), 
(3) and (4).)” 

Section 114(b)(4) of the Revenue Act of 1934 provides 
as follows: 

“Percextage, Depletion for Coal and Metal !Mines 
AND Sulphur.— The allowance for depletion under 
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section 23 (m) shall be, in the case of coal mines, 5 per 
centum, in the case of metal mines, 15 per centum, anid, 
in the case of sulphur mines or deposits, 23 ])er centupi, 
of the jrross income from the property durin<»: the tak- 
able year, excluding- from such gross income an amou^it 
equal to any rents or royalties paid or incurred by the 
tax])ayer in i-espect of the property. Such allowance 
shall not exceed 50 per centum of the net income of tile 
taxpayer (computed without allowance for depletion) 
from the property. * * *” | 

i 

i 

Regulations 

Article 23(m)-l(g) of Regulations 86 provides as followsj: 

I 

“ ‘Gross income from the property’ as used in section 
114(b)(3) and (4) and articles 23(m)-l to 23(m)-2$, 
inclusive, means the amount for which the taxi)ayd,r 
sells (a) the crude mineral product of the property ojr 
(b) the product derived therefrom, not to exceed i^ 
the case of (a) the representative market or field pricle 
(as of the date of sale) of crude mineral ])roduct of likp 
kind and gi‘ade before transportation from the imme¬ 
diate vicinity of the mine or well, or in the case of (b|) 
the re])i-esentative market or field price (as of the datg 
of sale) of a product of the kind and gi*ade from which 
the product sold was derived, before the application of 
any processes (to which the crude mineral ])roduct nia^’ 
have been subjected after emerging from the mine or 
well) with the exception of those listed below, and be^ 
fore li-ansportation from the x>luce where the last of 
the processes listed below was applied. If there is mj) 
such representative market or field i)rice (as of the 
date of sale), then there shall be used in lieu thereoj’ 
the rejn-esentative market or field price of the first 
marketable ])roduct resulting from any process or prol 
cesses minus the costs (including transportation costs) 
of the processes not listed below. The x)rocesses ex4 
cepted are as follows: j 

(1) In the case of coal—cleaning, breaking, sizing] 
and loading at the mine foi- shipment; ! 
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(2) In the case of sulphur—pumpinp; to vats, cool- 
ini;, breakiiij;, and loadinu,- at the mine for shipment; 

(3) In tlie case of iron ore and ores which are 
customarily sold in the form of the crude mineral 
product—sorting or concentrating to bring to ship¬ 
ping grade, and loading at the mine for shipment; 
and 

(4) In the case of lead, zinc, copper, gold, or silver 
ores and ores which are not customarily sold in the 
form of the crude mineral product—erusliing, con¬ 
centrating (by gravity or flotation), and other pro¬ 
cesses to the extent to which they do not beneficiate 
the i)roduct in greater degree (in relation to the 
crude mineral product on the one hand and the refined 
product on the other) than crushing and concentrat¬ 
ing (by gravity or flotation). 

In all cases there shall be excluded in determining the 
‘gross income from the property’ an amount equal to 
any rents or royalties which were paid or incurred by 
the taxpayer in respect of the property and are not 
otherwise excluded from the ‘gross income from the 
property’. If royalties in the form of bonus payments 
or advanced royalties (see article 23(m)-l()) have been 
paid in respect of the property in the taxable year or 
in prior years, the amount excluded from ‘gross income 
from the property’ for the taxable year on account of 
such payments shall be an amount equal to that part 
of such payments which is allocable to the products sold 

during the taxable vear.” 

<11’ * 

Article 23(m)-l(h) of Regulations 86 provides as fol¬ 
lows : 

“ ‘Net income of the taxpayer (computed without 
allowance for depletion) from the ])roperty,’ as used 
in section 114(b)(2), (3), and (4) and articles 23(m)-l 
to 23(m)-28, inclusive, means the ‘gross income from 
the property ’ as defined in paragraph (g) less the allow¬ 
able deductions attributable to the mineral property 
upon which the depletion is claimed and the allowable 
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deductions attributable to the processes listed in par^- 
ji:rapli (g) in so far as they relate to the product of sucih 
property, including overhead and operating expense^, 
development costs properly charged to expense, depre¬ 
ciation, taxes, losses sustained, etc., but excluding any 
allowance for depletion. Deductions not directly at¬ 
tributable to particular i)roperties or ])rocesscs shall l)e 
fairly allocated. To illustrate: In cases where the tax¬ 
payer engages in activities in addition to mineral ex¬ 
traction and to the processes listed in paragraph (gi, 
deductions for depreciation, taxes, general expenses, 
and overhead, which cun not bo directly attributed t|o 
any specific activity, shall be fairly apportioned b(|i- 
tween (1) the mineral extraction and the ])rocess(is 
listed in paragraph (g) and (2) the additional activi¬ 
ties, taking into account the ratio which the operating 
expenses directly attributable to the mineral extraction 
and the processes listed in paragraph (g) bear to th|e 
operating expenses directly attributable to the addi¬ 
tional activities. If more than one mineral property 
is involved, the deductions apportioned to the mineral 
extraction and the processes listed in paragraph (gl) 
shall, in turn, be fairly apportioned to the several proj]- 
erties, taking into account their relative i)roduction.1’ 
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In the United States Court of Appeals 
for the District of Columbia 

i 

I 

No. 7768 I 

Sheridan-Wyoming Coal Company, Inc., petitionei^ 

I 

V. I 

Guy T. Helvering, Commissioner of Internal Revenue, 

RESPONDENT 

i 

_ j 

OV PETITION FOR REVIEW OF THE DECISION OF TEE UNlfED 
STATES HOARD OF TAX APPEALS \ 

_ j 

BRIEF FOR THE RESPONDENT 

i 

OPINION BELOW j 

! 

The only previous opinion in this case is a memorandiiim 
opinion of the United States Board of Tax Appeals (jR. 
17-19), which is unreported. ■ 

JURISDICTION i 

This appeal involves income taxes for the year 1935 in tihe 
sum of $3,056.43 and is taken from a decision of the Boalrd 
of Tax Appeals entered June 25, 1940. (R. 20.) The c^se 

is brought to this Court by petition for review filed Septemkier 
7, 1940 (R. 21-22), pursuant to the provisions of Sections 
1141-1142 of the Internal Revenue Code. | 

I 

QUESTION PRESENTED 

Whether taxpayer must deduct amounts representing iln- 
terest and amortization of bond discount and expense from 
gross income in computing its net income for purposes of 
the depletion allowance, under Section 114 (b) (4) of t^e 
Revenue Act of 1934. | 
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STATUTE AND REGULATIONS INVOLVED 

The pertinent statute and regulations involved are set forth 
in the Appendix, injra, pp. 14-17. 

STATEMENT 

The material facts are taken from the findings of the Board 
of Tax Appeals (R. 17-19), as follows: 

Taxpayer is a corporation organized on January 1, 1920, 
under the laws of the State of Delaware and has its principal 
ofiice in Monarch, Wyoming. During the period here involved 
it was engaged in the business of mining and selling coal. 
At the time of its organization taxpayer purchased the prop¬ 
erties of several coal mining companies for a stated considera¬ 
tion of So,760,000. The purchase price was paid in part from 
the proceeds of an issue of 83,500.000 7 percent first mort¬ 
gage bonds. On June 30, 1927, there remained outstanding 
$1,733,000 face amount of these bonds. (R. 17.) 

On July 1. 1927. taxpayer issued $3,000,000 of 6 percent 
first mortgage sinking fund bonds of which $1,733,000 were 
exchanged for the same amount of 7 percent bonds then out¬ 
standing. The remainder of the proceeds was used for the 
payment of other indebtedness and for working capital. Dur¬ 
ing the calendar year 1935, taxpayer purchased and retired 
$153,500 face amount of its 6 percent first mortgage sinking 
fund bonds at a cost of $87,460, resulting in a profit of $66,040. 
For the same year the taxpayer had expenses in connection 
with the bonds as follows (R. 18): 


Interest on Bonds_$99,9S2. .52 

Bond Discount :ind Exp<*nse AmortiZiition_ 21,840.31 

Total____121,822. 83 


Taxpayer elected to have its depletion allowance computed 
on the percentage basis for the calendar year 1934 and subse¬ 
quent years in accordance with Section 114 (b) (4) of the 
Revenue Act of 1934. In computing the deduction for de¬ 
pletion allowable under that section for the year 1935, the 
Commissioner excluded the profit of $66,040 on bonds retired 
during that year and deducted the expenses of $121,822.83 
for interest and amortization in order to arrive at the “50 
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percent of the net income of the taxpayer (computed without 
allowance for depletion) from the property’’ to which |the 
allowance for depletion is limited. (R. 18.) I 

Taxpayer’s income and expenses before depletion for | the 
year 1935 were as follows (R. 18); i 

Net Income 

Source (or Loss) 

Mining Operations: j 

Income_ .$690.138.40 i 

Expense-* _ .^89, 898.32 I 

- .$100,240[ 08 

___ 934 05 


Royalty Income- 

Non-mining Operations; | 

Income_ 117,498. 78 \ 

Expen.se_ 131, 842. 27 i 

- (14.343i 49) 

Unallocated: | 

Retirement of bonds_ 66,0401 CO 

Interest on bonds_ (99,982.1.52) 

Bond discount and Exi)ense amortization_ (21.840131) 


Total______ $31.047j81 

The Commissioner computed a deficiency in the amouni of 
$3,056.43 and the taxpayer petitioned for a redetermination. 
The Board of Tax Appeals sustained the Commissioner i^nd 
the taxpayer has appealed. (R. 21-22.) i 

SUMMARY OF ARGUMENT 1 

The issue in this case is a narrow one. The question is 
whether interest and bond discount constitute a proper charge 
in computing “net income ♦ * * from the property” 
(Section 114 (b) (4), Revenue Act of 1934, infra)y for jthe 
purpose of determining the maximum depletion to which tax¬ 
payer is entitled for the year 1935. Taxpayer’s principal con¬ 
tention here seems to be that the phrase must be constrijied 
to mean net operating income. The definition which tax¬ 
payer urges has already been considered by the Supreme Cojurt 
and rejected in the case of Helvering v. Wilshire Oil Co,, 308 
U. S. 90. I 

Rather than confine it to net operating profit as the tax- 
pare suggests, we submit that “net income * * * frW 
the property” refers to the income derived from the business 
of mining coal. This point is clearly illustrated by the ca^es 
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under gross income to which taxpayer has referred in its brief; 
in all such cases the court concluded that “gross income from 
the property” (Section 114 (b) (4)) must be restricted to in¬ 
come from the business of producing oil and not from selling 
oil lands or from distribution of the product. The point is 
greatly strengthened by an examination of depletion legisla¬ 
tion: Concerning the Internal Revenue Bill of 1921. the first 
in which a limitation upon the depletion allowance was estab¬ 
lished upon the basis of net income, the Senate Committee on 
Finance said that the “depletion deduction when based upon 
discovery value shall not be permitted to offset or cancel prof¬ 
its derived by the taxpayer from a separate and distinct line 
of business.” 

We further submit that bond interest falls within the deduc¬ 
tions contemplated by the Regulations. It seems clear here 
that the interest is upon money borrowed and used for pur¬ 
chasing the property and working capital, and thus is reason¬ 
ably attributable to the mineral property. Moreover, in this 
case, like development expense in the Wilshire case, interest is 
properly includible as part of the overhead and therefore falls 
specifically within Article 23 (m) (1) (h) of Treasury Regu¬ 
lations 86, infra. 

ARGUMENT 

The bond interest and amortization of discount must be de¬ 
ducted in the computation of net income from the property 
where the taxpayer’s only business is the operation of a 
coal mine 

The issue in the case at bar is a narrow one. It is whether 
interest and bond discount constitute a proper charge in com¬ 
puting “net income * * * from the property” (Section 

114 (b) (4), Revenue Act of 1934, infra), for the purpose of 
determining the maximum depletion to which taxpayer is en¬ 
titled for the year 1935. A second issue was raised in tax¬ 
payer’s petition for redetermination (R. 3-4), namely, whether 
the Commissioner erroneously excluded the amount of 866,040, 
representing profit on bonds purchased and retired in 1935. 
But taxpayer has apparently abandoned this contention. Both 



the “Point Relied On” (Pet. Br. 4) and argument proceed 
upon the assumption that net income should be regarded 
“without regard to the income or expenses attributablet to 
the outstanding bonds (Pet. Br. 4).^ 

The precise question here involved has thus far been con¬ 
sidered three times by the Board of Tax Appeals, and decided 
in favor of the Commissioner. Mirabel Quicksilver Cd. v. 
Commissioner, 41 B. T. A. 401; Lumaghi Coal Co. v. C'qm- 
rnissioner, memorandum opinion entered June 15, 1940;: St. 
Marys Oil & Gas Co. v. Commissioner, 42 B. T. A. 270. iThe 
case last cited represents a carefully considered opinion upon 
review by the entire Board. | 

Before proceeding to the main argument, we propose to fur¬ 
ther clarify the issue in the case at bar. In the first pljace, 
depletion is generally regarded as representing the ret uni of 
the capital investment consumed in the mining process. But 
in the case at bar we are concerned not with depletion in jthe 
abstract, but depletion under the Revenue Act. Section jll4 
(b) (4) provides that the general depletion allowance iis a 
percentage of the gross income from the property. It is nbt a 
precise method based upon scientific principles of depletion; 
in fact, the whole percentage method is purely arbitrary, 
granted in the interests of convenience. Anderson v. Helher- 
ing, 310 U. S. 404, 408. Here, moreover, we have a method 
one step further removed from the actualities of depletion, 
for the statute has set a ceiling upon the depletion deduction 
under any circumstances, of 50 percent of the “net incqme 
* * * from the property.” Thus the problem is es^n- 

tially one of definition and, since taxpayer is seeking the |de- 
duction, it clearly has the burden of establishing that inteifest 
is properly excluded in computing the net income allowapce 
permitted under the statute. “* ♦ * a taxpayer seekinjg a 

deduction must be able to point to an applicable statute ^nd 
show that he comes within its terms.” New Colonial Co| v. 
Helvering, 292 U. S. 435, 440; White v. United States, ^5 

U. S. 281, 292. I 

_ ! 

* However, taxpayer does claim that the Commissioner is inconsisteult in 
exeludiuK pr<)lit from the purchase of bond.s and including bond intei-est 
in determining the net income. This i)oint will be treated, infra. i 
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1. Taxpayer’s principal contention here seems to be that 
‘hiet income * * * from the property” must be construed 

to mean net operating income. Its brief quotes at length 
from Atlantic Coast Line v. Daughton, 262 U. S. 413, which 
refers to the distinction between capital charges and operating 
charges in railroad accounting. (Br, 11,)= Textbooks on ac¬ 
counting are cited to the same effect. (Br, 11-12.) This 
definition of “net income * * * from the property”, 

which taxpayer urges, has already been considered by the Su¬ 
preme Court and rejected. Helvering v. Wilshire Oil Co., 308 
U. S. 90. The latter case came up on certiorari because of 
conflict in two circuits. Commissioner v. Wilshire Oil Co., 
95 F. (2d) 971 (C. C. A. 9th); Commissioner v. F. H. E. Oil 
Co., 102 F. (2d) 596 (C. C. A. 5th), affirmed by the Supreme 
Court on the basis of the Wilshire case, 308 U. S. 104. In both 
cases the Commissioner had claimed that pursuant to the 
Regulations development expenses in connection with oil prop¬ 
erty should be taken as a deduction in the computation of 
“net income * * * from the property”, 50 percent of 

which was permitted to be taken as an allowance. It is obvi¬ 
ous that such expenses, being related to the exploration and 
drilling of wells on the property,^ bear no direct relationship 
to the costs of operating the well. In both the Wilshire case 
below and in A7nbassador Petroleum Co. v. Commissiuner, 81 
F. (2d) 474, the Ninth Circuit Court of Appeals had concluded 
that “net income * * * from the property” was synony¬ 

mous with “net operating profit” and further that development 
expenses did not fall within the scope of the latter. In the 
Aynhassador case, the Circuit Court of Appeals said (p. 477): 

■.\iiother <-.nso uix>n wliich r.nxiKiyer seems to rely is Ilch'vrintj v. Union 
PafifU- Co.. 21Ki U. S. 282, 280. (Hr. 10.) There the Court held thut a 
corix)ration which sold ati issue of bonds at a discount and iwid coinmi.s- 
.xions for marketiiijr them may amortize the commissions, as well as the 
discount over the life of the bonds. There i.s no considenition of oi)erating 
charges, .as contrasted with capital charges. Apparently taxixiyer relies 
ui)on the words of the Court that <'ommissions. like discount, are deducted 
from the selling price to arrive at the proewds realized by the taxpayer 
and hence are proi^erly ciiart/eahlc to the rapitnl. This decision apix'ars 
to have JM) direct iH'aring on the ease at bar, 

"This includes such items as labor, tool rental, depreciation ui)on drilling 
equipment, etc. 
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It seems scarcely reasonable to suppose that, in ^^he 
absence of a specific provision therefor, “development 
expense” should be deducted in determining “operatiing 
profit,” which, as the term indicates, denotes “prolfit” 
or “income” from simply the “operation” of the well, 
wuthout reference to initial outlay. | 

This position was also adopted by the Circuit Court in j its 
Wilshire opinim, and the conclusion reached that the Regijila- 

tions providing for deduction of development expenses wiere 

( 

in effect void. In reversing the decision of the Ninth Circuit, 
the Supreme Court through Mr. Justice Douglas concluded! as 
follows (p. 102): 

Here the Congress has not prescribed a precise formula 
free from all ambiguity. The ambiguous phrase “pet 
income * * * from the property” was susceptible 
of various meanings and hence administrative interpre¬ 
tation of it was peculiarly appropriate, as we have said. 
And there were special reasons growing out of the com¬ 
plex nature of the depletion problem as it is treated 
for purposes of the income tax, for requiring the Cdm- 
missioner to make precise the vague elements of that 
formula. I 

>^See also Commissioner v. F. H. E. Oil Co., 102 F. (^) 
596, at 599 (C. C. A. 5th). aflSrmed, 30$ U. S. 104. - TtR^tr 
than confining it to net operating profit as the Ninth Circuit 
has unsuccessfully attempted, we submit that “net incopie 
from the property” refers to the income derived from the busi¬ 
ness of mining coal. This point is clearly illustrated by tjhe 
cases under gross income to which taxpayer has referred in jits 
brief. (Br. S, 9.) In the case of oil and gas wells “gross In¬ 
come from the property” is deemed to be gross income frqm 
the oil and gas, in other words from the business of producing 
oil. If a person engages in the real-estate business on tpie 
side and sells some of the oil land, to that extent he is cer¬ 
tainly not engaged in the production of oil. This is demdn- 
strated by the case of Darhy-Lynde Co. v, Alexander, 51 iF. 
(2d) 56 (C. C. A. 10th), which taxpayer has emphasized. 

2!t2470—41-2 ! 
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(Br. 8-9.) In concluding that income derived from the sale 
of oil and gas properties was not includible within “gross 
income from the property”/ the Circuit Court said (p. 59): 

In order to reach a reasonable and rational result, 
the words “gross income” as used in sec. 204 (c) (2) 
must be construed as meaning the gross income pro¬ 
duced from the operation of such oil and gas wells. 
The language is clearly susceptible of the construction 
that it is income from or out of the property itself; 
not out of its sale. [The above is likewise quoted in 
taxpayer’s brief, p. 9.] 

Likewise if the taxpayer engages in farming the property as 
well as mining coal beneath it, we may safely assume that is 
not a part of the business to which depletion specifically ap¬ 
plies. Similarly, in the case of gas properties it has been held 
that gross income does not refer to the sale of gas to the con¬ 
sumer after distribution through pipelines, but gas at the well. 
Consumers Natural Gas Co. v. Commissioner, 78 F. (2d) 161 
(C. C. A. 2d), certiorari denied, 296 U. S. 634; Greensboro Gas 
Co. V. Commissioner, 79 F. (2d) 701 (C. C. A. 3d). There 
are separate functions there involved, namely, production of 
gas and its distribution, and frequently there are two different 
companies to handle them. Thus the grant of an allowance 
for depletion appears to be limited to persons insofar as they 
are actually engaged in an extractive industry—in this case, 
coal mining. 

The point is further illustrated by an examination of deple¬ 
tion legislation. The Internal Revenue Bill of 1921 is the 
first in which a limitation upon the depletion allowance was 
established upon the basis of net income. Section 214 (a) 
(1) of the 1921 Act provided that the allowance “shall not 
exceed the net income, computed without allowance for deple- 

^ Seo :ilsi) Ilrivrritif; v. Elbe OH Ln»d Vo.. .‘JOS U. S. 372. 37.V:}76, as fol¬ 
lows; “Tlu‘ words ‘gross income from the proix'rty’. as tised in the statute 
governing the allowance for deprechition. mean gross income received from 
the operation of the oil and gas wells by ove. 7rho haft a capital invextmrnt 
therein. —not income from the sale of the oil and gas proi)erties them¬ 
selves.” [Italics supplied.] 
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tion, from the property upon which the discovery is mad^.” ® 
The reason for this limitation was explained by the Seriate 
Committee on Finance (S. Rep. No. 275, 67th Cong., 1st Sriss., 
pp. 14, 15 (1939-1 Cum. Bull. (Part 2) 181)) as follows: i 

Section 214 allows substantially the same deductions 
in computing net income as are authorized under exjist- 

ing law, but adds the following provisions: | 

* • # * * # ; 

(6) in order to make it certain that the depletjion 
deduction when based upon discovery value shall riot 
be permitted to offset or cancel profits derived by the 
taxpayer jrom a separate and distinct line of busin'ess, 
it is provided that the depletion allowance based i on 
discovery value shall not exceed the net income, com¬ 
puted without allowance for depletion, from the prbp- 
erty upon which the discovery is made, except wl^ere 
such net income so computed is less than the depletiion 
allowance based on cost or the fair market value a^ of 
March 1, 1913; * * *. [Italics supplied.] I 

Therefore, if we conclude that the maximum depletion allow¬ 
ance shall be a percentage of the net income from the bifsi- 
n-ess of mining coal, it is obvious that bond interest constitijtes 
a proper charge as much as salaries of oflScers, etc., none! of 
which the taxpayer contends are improperly deducted. 

At page 5 of its brief taxpayer claims that the Commis¬ 
sioner is inconsistent in excluding profit from the purchase 

and retirement of bonds while including bond interest in detler- 
- i 

® Beginning with the Keveiiue Aet of 1924, the <le(luctioii was furtiher 
restrictetl so as not to exceed ~)0 ijer cent of the net income of the propt'fty. 

*Thc Revenue .\ct of 1920 was the first to permit depletion on a per¬ 
centage basis as well as di.seovery depletion (i. e., depletion i)ermittei^ in 
the event of the discovery of oil or gas or mineral uix>n the property). 
It was in that year confined exclusively to oil and gas and was lajter 
broadened to include other extractive products as coal, etc. Referring to 
Section 204 (c) and (d) under the Revenue Bill of 1926. the House Reiijirt, 
H. Rep. No. 1. «)th (Vmg.. 1st Sess., p. 6 (1939-1 Cum. Bull. (Part 2) 3^"), 
says: | 

“'riie discovery depletion deduction limimtion of an amount not in extjess 
of oO per cent of the net income of the taxpayer from the projK'rty u|)on 
which the discovery was made, provided in existing law, is retained! in 
this provision.'* | 
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mining net income. We submit there is no such inconsistency. 
In fact, the Commissioner’s action in drawing the distinction 
clearly demonstrates our claim that “net income * * * 

from the property” refers to the net profit from the business 
of mining coal. To the extent that the corporation is engaged 
in purchasing its own bonds and retiring them, it is clearly 
acting in the same way as an investment trust. It is engaged 
in a “separate and distinct line of business”; the gain is from 
securities trading and is in no way related to mining opera¬ 
tions. Bond interest, on the other hand, is one of the ex¬ 
penses which the taxpayer must incur in continuing its mining 
activity. 

3. We further submit that bond interest (and thus bond 
discount and expense)’ falls within the deductions contem¬ 
plated by the Regulations. Article 23 (m) (1) (h) of Regu¬ 
lations 86 defines net income of a taxpayer to be the— 

“gross income from the property” * * * jgsg the 
allowable deductions attributable to the mineral prop¬ 
erty upou which the depletion is claimed and the 
allowable deductions attributable to the processes 
listed in paragraph (g) insofar as they relate to the 
product of such property, including overhead and op¬ 
erating expenses, development costs, * * * etc. 

The succeeding sentence is of particular significance, namely, 
“Deductions not directly attributable to particular properties 
or processes shall be fairly allocated.” This sentence in par- 

^ Throughout the succeediii}; discussion we shall refer to bond interest 
only, on the assumption that interest deductions and deductions for Isnid 
dis<‘OT:nt and expense should be treated in precisely the same way. Tax¬ 
payer seems to have proceeded on the sjime assumption in its brief. The 
premise which we have mutually taken seems logically justified, for under 
the revenue act bond discount and expense are amortizetl over the life of 
the Iwnds and thus in effect handU'd like interest payments. The theory 
is that (San Joaquin Light d Poicer Corporation v. McLaughlin, 6.') F. (2d) 
677, 670 (C. C. A. 0th) : 

"Di.scouut, on the one hand, and i)remium. on the other, in case of a 
bond issue are merely a means of adjusting the transaction to the current 
market i-ate for money based upon the credit of the debtor and the avail¬ 
ability of money for lending by the creditor. * • 

See also Gt. W. Power Co. v. Commiftsioner, 297 U. S. .’343; Eelvering v. 
Union Pacific Co., 293 U. S. 2S2, discussed at footnote 2, nupra. 
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ticular strengthens the contention we make here, for there 
appears to be no other property than the mining properties, 
nor any other process than mining, to which the deductions 
could be assigned. We do not deny that in computing “net 
income * ♦ * from the property” it would be proper ^or 

taxpayer to allocate the interest expense between functions I if 
it were engaged in both coal mining and some other line lof 
business (as for example, mining gold in another field, etci). 
But here there has been no attempt on the part of taxpaj^r 
to show that it does anything more than mine its lands aijid 
sell the product direct. Taxpayer has raised no other issue 
in its pleadings and has simply denied the Conmiissioner’s right 
to make any deduction. (R. 3-4.) The burden of allocation 
rests upon the taxpayer which has offered no contrary evidence. 
See Rocky Mountam Oil Co. v. Connnissio'twr, 36 B. T. A. 365. 
Thus the only conclusion logically available to this Court jis 
that all its capital is devoted exclusively to the business bf 
mining coal, and that no allocation is here proper. j 

Moreover, inasmuch as the money was originally applied to 
the purchase of the property and is used for working capital jn 
the mining operations, it is clear that interest charges are ajt- 
tributable to the mining properties and processes and henbe 
are includible as deductions under the terms of the Regula¬ 
tions. In this connection the opinion of the Board of Tajx 
Appeals in St. Marys Oil & Gas Co. v. Commissioiier, 42 
B. T. A. 270, is directly appropos. We therefore quote from jit 
at length and adopt it to support our contention, as folloM^fs 
(p. 272): i 

Counsel for the petitioner emphasizes the fact that 
interest is not among the items specified in the quoted 
artcle as deductions from gross income in determining 
net. and further urges that good accounting practiqe 
does not sanction such a deduction. As to the first 
point, it seems obvious that article 23 (m)-l (h) does 
not purport to give an all-inclusive list of items deduc¬ 
tible in computing net income from the property fqr 
the purpose of computing the maximum depletion de¬ 
duction allowable. By the use of the abbreviation 
“etc.” the respondent has left the way open to deteij- 


I 
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mine, as occasion arises, what items, in addition, to 
those specified in the regulations shall be classified as 
“allowable deductions attributable to the mineral 
property/' In this case he has made his determina¬ 
tion that the interest item belongs in the category of 
deductions attributable to the oil property in respect 
of which depletion is claimed. The petitioner has the 
burden of establishing that such treatment deprives it 
of the reasonable allowance granted by section 23 (m). 
We are not convinced by the petitioner s argument that 
the respondent erred either in providing by regulation 
for the deduction of items attributable to the property 
or in his classifying the interest in dispute as such an 
item. By definition, to attribute is to “ascribe (some¬ 
thing) as due and belonging” (Funk and Wagnalls); 
“to impute; to assign; to consider as belonging to” 
(Webster). The interest paid by this petitioner was 
for money borrowed and used to purchase the very 
property on which are located the wells the operation 
of which produces the income which it is now seeking 
to reduce by depletion deductions. Thus it seems to 
us entirely reasonable to attribute the interest as di¬ 
rectly related to the mineral property producing the 
income. It is not attributable to any other property 
or to any operation other than the production of the 
oil which is the source of the income. The further 
provision of the regulations, that deductions not di¬ 
rectly attributable to particular properties or processes 
shall be fairly allocated, supports our view. We find 
here no other property or process. The Commissioner’s 
classification of the interest item as an allowable de¬ 
duction attributable to the mineral property seems to 
us to be entirely proper. 

As well as falling within the general terms of the Regula¬ 
tions, the fact is that bond interest must be properly included 
as part of the overhead of the business. Thus, like develop¬ 
ment expenses in the Wilshire Oil Co. case, supra, it would be 
treated as falling specifically within article 23 (m) (1) (h). 
The Board of Tax Appeals has so held in Mirabel Quicksilver 
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Co. V. Commissioner, 41 B. T. A. 401. As the Board said 
(p. 403): I 

In the Wilshire Oil Co. case the Supreme Court ap¬ 
proved a regulation (article 221 (i), Regulations 7|4) 
requiring the deduction of development expenses jin 
computing net income for depletion purposes. Article 
221 (i) also requires the deduction of overhead expenses. 
Here the computation of such net income is governed 
by article 23 (m)-l (h) of Regulations 94, which sijie- 
cifically likewise requires the deduction of overhead 
expenses in determining the maximum depletion allow¬ 
ance under the statute. | 

The items in question are clearly overhead expeiKpi- 
tures. The petitioner is engaged solely in the minipg 
of cinnabar, the chief ore producing mercury or quick¬ 
silver. The money borrowed was used to develop its 
mines and to provide plant and equipment for the pro¬ 
duction therefrom. The taxes were paid as a neces¬ 
sary condition to the petitioner’s continuance in busi¬ 
ness. Both expenditures bear a direct relation to t}ie 
petitioner’s operations and the production from its 
property for the taxable year and must be deducted |in 
computing its net income for depletion purposes undfer 
the statute. 

The conclusion of the Board appears to be logically sound, 
since overhead amounts to nothing more than the unallocated 
charges of the business. “Overhead cost” has been defined 
as “the general expenses of a business, a'5 distinct from tho^e 
caused by particular pieces of traffic; indirect or undistribuUd 
cost.” Webster’s New International Dictionary, 1933, p. 1535. 

CONCLUSION I 

The decision of the Board of Tax Appeals should be af¬ 
firmed. Respectfully submitted, i 

Samuel 0. Clark, Jr., 
Assistant Attorney General. | 

Sewall Key, | 

William L. Cary, | 

Special Assistants to the Attorney General. \ 

February, 1941. ! 




APPENDIX 


STATUTE AND REGULATIONS INVOLVED 

Revenue Act of 1934, c. 277, 48 Stat. 680: 

Sec. 23. Deductions from gross income. 

In computing net income there shall be allowed as 
deductions: 

***** 

(m) Depletion .—In the case of mines, oil and gas 
wells, other natural deposits, and timber, a reasonable 
allow'ance for depletion and for depreciation of im¬ 
provements, according to the peculiar conditions in each 
case; such reasonable allowance in all cases to be made 
under rules and regulations to be prescribed by the 
Commissioner, with the approval of the Secretary. In 
any case in w’hich it is ascertained as a result of opera¬ 
tions or of development work that the recoverable units 
are greater or less than the prior estimate thereof, then 
such prior estimate (but not the basis for depletion) 
shall be revised and the allowance under this subsection 
for subsequent taxable years shall be based upon such 
revised estimate. In the case of leases the deductions 
shall be equitably apportioned between the lessor and 
lessee. In the case of property held by one person for 
life with remainder to another person, the deduction 
shall be computed as if the life tenant were the abso¬ 
lute owner of the property and shall be allowed to the 
life tenant. In the case of property held in trust the 
allowable deduction shall be apportioned between the 
income beneficiaries and the trustee in accordance with 
the pertinent provisions of the instrument creating the 
trust, or, in the absence of such provisions, on the basis 
of the trust income allocable to each. (For percentage 
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depletion allowable under this subsection, see section 
114 (b), (3) and (4).) | 

* •» * * * i 

(U. S. C., Title 26, Sec. 23.) 

Sec. 114. Basis for Depreciation and Depletion|. 


« * * * * ! 

(b) Basis for Depletion. — I 

* « * * * 

(4) Percentage Depletion for Coal and Metal Mines 

and Sulphur. —The allowance for depletion under Ac¬ 
tion 23 (m) shall be, in the case of coal mines, 5 per 
centum, in the case of metal mines. 15 per centum, aud, 
in the case of sulphur mines or deposits, 23 per centdm, 
of the gross income from the property during the tax¬ 
able year, excluding from such gross income an amount 
equal to any rents or royalties paid or incurred by the 
taxpayer in respect of the property. Such allowance 
shall not exceed 50 per centum of the net income of ihe 
taxpayer (computed without allowance for depletion) 
from the property. i 


(U. S. C., Title 26, Sec. 114.) 

Treasury Regulations 86, promulgated under the Revenjue 
Act of 1934: 


Art. 23 (m)-l, Depletion of mines, oil and gas wells, 


other natural deposits, and timber; depreciation 
improvements .— 


of 


* * * * * j 

{g) “Gross income from the property” as used lin 
section 114 (b) (3) and (4) and articles 23 (m)-l |to 
23 (m)-28, inclusive, means the amount for which the 
taxpayer sells (a) the crude mineral product of tjie 
property or (6) the product derived therefrom, not jto 
exceed in the case of (o) the representative market jor 
field price (as of the date of sale) of crude mineijal 
product of like kind and grade before transportation 
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from the immediate vicinity of the mine or well, or in 
the case of (b) the representative market or field price 
(as of the date of sale) of a product of the kind and 
grade from which the product sold w'as derived, before 
the application of any processes (to which the crude 
mineral product may have been subjected after emerg¬ 
ing from the mine or w’ell) with the exception of those 
listed below, and before transportation from the place 
where the last of the processes listed below was ap¬ 
plied. If there is no such representative market or 
field price (as of the date of sale), then there shall be 
used in lieu thereof the representative market or field 
price of the first marketable product resulting from any 
process or processes minus the costs (including trans¬ 
portation costs) of the processes not listed below. The 
processes excepted are as follows: 

(1) In the case of coal—cleaning, breaking, sizing, 
and loading at the mine for shipment; 

(2) In the case of sulphur—pumping to vats, cool¬ 
ing. breaking, and loading at the mine for shipment; 

(3) In the case of iron ore and ores w’hich are cus¬ 
tomarily sold in the form of the crude mineral prod¬ 
uct—sorting or concentrating to bring to shipping 
grade, and loading at the mine for shipment; and 

(4) In the case of lead, zinc, copper, gold, or silver 
ores and ores which are not customarily sold in the form 
of the crude mineral product—crushing, concentrating 
(by gravity or flotation), and other processes to the 
extent to which they do not bcneficiate the product in 
greater degree (in relation to the crude mineral product 
on the one hand and the refined product on the other) 
than crushing and concentrating (by gravity or flota¬ 
tion). 

In all cases there shall be excluded in determining 
the “gross income from the property’’ an amount equal 
to any rents or royalties which were paid or incurred 
by the taxpayer in respect of the property and are not 
otherwise excluded from the “gross income from the 
property.” If royalties in the form of bonus payments 
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or advanced royalties (see article 23 (m)-lO) have b 6 en 
paid in respect of the property in the taxable year! or 
in prior years, the amount excluded from “gross in¬ 
come from the property” for the taxable year on accoijmt 
of such payments shall be an amount equal to that 
part of such payments which is allocable to the products 
sold during the taxable year. I 

(h) “Net income of the taxpayer (computed with¬ 
out allowance for depletion) from the property,” |as 
used in section 114 (b) (2), (3), and (4) and articles 
23 (m)-l to 23 (m)-28, inclusive, means the “gr<|)ss 
income from the property” as defined in paragraph (l^^) 
less the allowable deductions attributable to the min¬ 
eral property upon which the depletion is claimed ajiid 
the allowable deductions attributable to the processes 
listed in paragraph (< 7 ) in so far as they relate to tlhe 
product of such property, including overhead and oper¬ 
ating expenses, development costs properly charged ito 
expense, depreciation, taxes, losses sustained, etc., but 
excluding any allowance for depletion. Deductions hot 

I 

directly attributable to particular properties or proc¬ 
esses shall be fairly allocated. To illustrate: In cases 
where the taxpayer engages in activities in addition Ito 
mineral extraction and to the processes listed in paila- 
graph (( 7 ), deductions for depreciation, taxes, geneital 
expenses, and overhead, w’hich can not be directly ilt- 
tributed to any specific activity, shall be fairly appor¬ 
tioned between ( 1 ) the mineral extraction and the 
processes listed in paragraph (g) and ( 2 ) the addi¬ 
tional activities, taking into account the ratio which 
the operating expenses directly attributable to the 
mineral extraction and the processes listed in para¬ 
graph (g) bear to the operating expenses directly at¬ 
tributable to the additional activities. If more th 4 n 
one mineral property is involved, the deductions ap¬ 
portioned to the mineral extraction and the processes 
listed in paragraph (< 7 ) shall, in turn, be fairly appot- 
tioned to the several properties, taking into accouijit 
their relative production. i 
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i 


IN THE 

United States Court of Appeals 

FOR THE District of Columbia 


No. 7768 


SHERIDAN-WYOMING COAL COMPANY, INC.,i 

^ Petitioner, 

I 

GUY T. HELVERING, Commissioner of Internal | 

Revenue. i 


ON petition for review of the decision of the united states 

BOARD OF TAX APPEALS. 1 


Argument. | 

The petitioner contends that its “net income * * ] * 

from the property’’ within the meaning of Section li4 
(b) (4) of the Revenue Act of 1934 should be comput(,kl 
without regard to tlie income or expenses attributable to 
its outstanding 6% First Mortgage Sinking Fund Bonds. 

The respondent contends that the petitioner’s “gross 
income from the property” should be computed without 
regard to the profit on the retirement of such bonds but 
that its “net income * • * from the property” should 

be computed by deducting the interest and amortizatioin 
of bond discount and expense attributable to such bonds. 

The respondent seeks to explain the obvious inconsist¬ 
ency of his position on the theory that where the petitioner 






0 


purchases its bonds for retirement, “it is clearly acting in 
the same way as an investment trust” and, therefore, such 
income is not a part of the mining operation. (Resp. Br., 
p. 10.) On the other hand, the respondent contends that 
the bond interest and amortization of bond discount and 
expense is a part of the overhead ex])ense in the opera¬ 
tion of the coal mine. In this respect the respondent over¬ 
looks the fundamental principle supporting the amortiza¬ 
tion of bond discount and expense- Bond discount and 
expense are regarded as part of the cost of procuring 
capital. The amount which is amortizable is computed by 
taking the difference between the face amount of the bonds 
and the net amount which is realized from their issuance. 


This difference is regarded as a “loss” which becomes lixed 
upon the issuance of the bonds but would only be sustained 
if the face amount thereof is paid at maturity. Tax¬ 
payers are permitted to anticipate the ])ayment of the face 
amount of the bonds for the purpose of amortizing a ratable 
part of this loss over the life of the issue.^ When a tax¬ 


payer retires its bonds for less than the face amount thereof, 
income is realized partly because any difference between 


the face amount and the amount realized from the issuance 


of the bonds was already taken into consideration in deter¬ 
mining the bond discount. It is thus apparent that the 
so-called income realized upon the retirement of bonds for 


The Bonnl originally considered bond discount as being in the nature 
of deferred interest to be spread over the life of the obligation. {Chicago, 
Rock hlaad lO Pacific RaiUcay Co., 13 B. T. A. 988, 1031.) Subsequently, 
the Circuit Court of Appeals for the Second Circuit advanced the theory 
that bond discount was deductible under the provisions of the statute per¬ 
mitting deductions for “losses sustained”. {Union Pacific Railroad Co. v. 
Commissioner, G9 F. (2d) 67, 70-71, aff’d 293 II. S. 282.) Since the de¬ 
cision of the Supreme Court in the Union Pacific Railroad Co. case, the 
Board of Ta.x Appeals has adoptwl the view that the deduction of amor¬ 
tized discount and e.vpense falls within the scope of the statutory provision 
allowing the deduction of “losses sustained”. (See Atlanta <£• Charlotte 
Air Line Railway Co., 36 B. T. A. 558, 561-562.) 




3 


I 

less than the face amount thereof is in effect a rccoupnjent 
of the part of the discount at which the bonds were issued. 

I 

Although the petitioner does not contend in this proceed¬ 
ing that “net income * * * from the property” is ithc 

equivalent of “net operating income” (See Resp. Br.j p. 
6 ), it should be noted that this was the original intentjion 
of the Congress.” In fact, the Supreme Court, in jthe 
Tr/Y^l.irc Oil Company case (308 U. S. 90), departed fijom 
tlie concept of “oi)erating profit” only to the extent! of 
requiring the deduction of development costs in coiiiput|ing 

I 

“net income * * * from the property, where the tjax- 

paycr elected to deduct such costs in computing taxaible 
net income. As was pointed out by the government in jits 
brief in that case, to hold otherwise would allow the tax¬ 
payer a double deduction for development costs. The per¬ 
centage depletion allowance includes the development edsts 
not deducted as expense. The percentage depletion allow¬ 
ance should therefore, be decreased when such costs are 

j 

“ The limitation upon the depletion .allowanee first provided in Section 
214(a) (10) of the Revenue Act of 1921 was further restricted to “50 \j)rr 
coition of the net income * • • from the property” in Section 204(c) 

of the Revenue Act of 1924, (Italics ours.) In connection with jthe 
adoption of that limitation, the report of the Ways and Means Commi|ttee 
contains the followin'?: j 

‘‘The existin'? law limits discovery depletion to the operatin'? profits 
from the property upon which the dise(»vei*y is made. The bill lirpits 
discovery depletion to 50 per cent of the operatin'? profit upon wl^ich 
the discoveiy has been made.” [6Sth Con;?., 1st Sess., H. Rept. 179, 
p. IS.] ^ ^ _ j 

The report of the Senate Finance Committee contains the followin'?: : 

‘‘Experience in administerin;? the l:iw has shown that the limitat|ion 
imposed by the existin'? law is not a .sufficient limitation, and it |has 
been concluded that 50 per cent of the operatin'? profit from |thc 
property represents a fair limitation upon discovery depletion.” 
[6Sth Cong?., 1st Sess., S. Rept. .3S9, p. 15.] 

No chanpre in the meaning? of the term “net income * * ' from jthe 

property” was intended in any of the subsecpient Revenue Acts, (pee 
69th Con"., 1st Sess., H. Rept. 1, p. 6; 69th Cong?., 1st Sess., S. Rept. !5‘2, 
p. IS; 69th Cong., 1st Sess., H. Rept. 356, pp. 31-3*2.) 
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directly charged to expense.® The percentage depletion 
allowance does not, on the other hand, include bond interest 
and amortization of bond discount and expense. 

We do not, however, contend that “net income * * • 

from the property” means “net operating income”. We 
are not asking this Count to lay down any general defi¬ 
nition of “net income * • * from the property”. The 

petitioner’s position may be summarized as follows: 

(1) The statute uses the terms “gross income from the 

property” and “net income * • • from the property”, 

as being distinguished from statutory gross income and 
statutory net income. (See Heh'criufj v. Twin Bell Oil 
Syndicate, 293 U. S. 312.) The statute is not specific, how¬ 
ever, in defining the meaning of these terms. 

(2) The term “gross income from the property” has 
been defined by the courts to be restricted to the ])roducts 
derived from the mineral property. (See Helve ring v. Twin 
Bell Oil Syndicate, snpra; Helvering v. Elbe Oil Land 
Development Company, 303 U. S. 372; Darhe-Lyndc Co. 
V. Alexander, 57 F. (2d) 56 (C. C. A. 10th).) The re¬ 
spondent thus argues that the profit on retirement of the 
bonds was properly excluded in computing “gross income 
from the property”. (Resp. Br., pp. 7-S.) 

(3) In determining w’hat constitutes “net income * * * 
from the property”, which involves a determination of 
the deductions to be applied against the “gross income 
from the property”, the phrase '"from the property’’ 
should be given the same effect as has been attributed 
thereto by the Supreme Court and the respondent in de¬ 
fining “gross income from the property”. It is submitted 
that, if the income from the retirement of the bonds is not 

^ Helve ring v. Wihhire Oil Compamj, October Term, I’nitoil States Su¬ 
preme Court, 1939, No. 1, Brief for Petitioner, pp. 16-17. 
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income from the business of mining coal, then the bcjnd 
interest and amortization of bond discount and expeijise 
are not expenses of the business of mining coal. Tlhe 
depletion “formula” will be balanced only if hoik 
treated the same in computing “net income * * * from 

the property”. (Pet. Br., pp. 8-10.) | 

The petitioner’s position is not inconsistent with t|he 
respondent’s regulations defining the term “net incohie 
* * * from the property.” The respondent’s reij’u- 

lations, properly construed, do not require the inclusion;in 

I 

computing “net income * * * from the property” lof 

any deductions which are not attributable either to t|lie 
mineral property or to certain processes which arc recog¬ 
nized as a part of the mining operations. (See Pet. Bir., 
pp. 6-7.) Thus, in St. Marys Oil (& Gas Co., 42 B. T. jA.. 
270, a decision strongly relied upon by the respondeijit, 
the Board said: ! 

I 

1 

“By the use of the abbreviation ‘etc.’ the respondent 
has left the way open to determine, as occasion arises, 
what items, in addition to those specified in the regula¬ 
tions shall be classified as ‘allowable deductions attrk)- 
iitable to the mineral property.’ * * *” [p. 272-i— 

Italics ours.] i 

I 

Following the abbreviation “etc.”, the respondent’s regu¬ 
lations further provide that “Deductions not directly at¬ 
tributable to particular properties or processes shall l|)e 
fairly allocated”. It is clear that this sentence can only 
be construed as requiring an apportionment of those ex¬ 
penses falling within the two categories defined in the prej'- 
ceding sentence of the regulations, but which are not attrilj)- 
utable to a particular property in cases where several 
properties arc operated by the same taxpayer. Such ex¬ 
penses already have been allocated in the case of this peti¬ 
tioner. (See Ex. 2, R. 16.) | 
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It is also clear, as the respondent points out, that cer¬ 
tain “overhead” expenses must be included in computing 
“net income • • * from the property”. (See Resp. 

Br., pp. 10-11.) Officers’ compensation, interest on short¬ 
term borrowings, clerical salaries and wages, insui*ance, 
association dues, and innumerable other items, properly 
classified as “overhead”, have either been wholly or par¬ 
tially included in computing the petitioner’s “net income 

* * * from the property”. (Ex. 2, R. 16.) If the 

petitioner had operated several properties, it would have 
been necessary further to allocate such expenses between 
the various properties. However, the respondent fails to 
appreciate that bond interest and amortization of bond dis¬ 
count and expenses differ from all of such expenses. (See 
Pet. Br., p. 12.) The petitioner’s 6% First Mortgage Sink¬ 
ing Fund Bonds are a part of its cajiital structure just as 
is its common stock. Interest and amortization of discount 
and expense on account thereof exist irrespective of the 
operations of the petitioner. Bond interest and amortiza¬ 
tion of bond discount and expense, as distinguished from 
the “overhead” exiieiises referred to above, are wholly 
unrelated to the amount of coal extracted by the petitioner, 
the cost of extracting and marketing such coal, or the price 
for which it may be sold. The fact that the petitioner is 
engaged solely in mining coal does not make bond interest 
and amortization of bond discount and expense, which are 
“capital charges,” a part of the cost of its mining opera¬ 
tions. 

AVe do not, of course, agree with the Board’s construction 
of the statutory phrase “net income * * * from the 

jiroperty”. However, it should be noted that in St. Mart/s 
Oil Uas Co., supra, and Mirabel Quicksilver Co., 41 
B. T. A. 401, the “interest” involv’ed did not arise out 
of securities issued by the taxpayers in those cases. In 
both cases the interest was paid on short-term borrowings 
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on the general credit of the taxpayers. It is also signifi¬ 
cant that in St. flarys Oil <& Gas Co., supra, the Board sai^: 

“In this case he has made his determination that the 
interest item belongs in the category of deductions at- 
tributable to the oil property in respect of which deple¬ 
tion is claimed. The petitioner has the burden of estal^- 
lishing that such treatment deprives it of the reasonahlv 
allowance granted by section 23{m). We are not con¬ 
vinced by the petitioner’s argument that the respondent 
erred either in providing by regulation for the deduc¬ 
tion of items attributable to the property or in his 
classifying the interest in dispute as such an iteifi. 

* * • [p. 272—Italics ours.] | 

i 

We have shown that if the respondent is permitted tp 
deduct bond interest and amortization of bond diseounit 
and expense in computing the petitioner’s “net incomb 
* * * from the property”, the petitioner will be denied 

a reasonable allowance for depletion as granted by section 
23(m). (Pet. Br., pp. 9-10.) 

Respectfully submitted, i 

Ellsworth C. Alvord, 

Floyd F. Toomey, 

Munsey Building, \ 

Washington, D. C., \ 

Counsel for Petitioner, i 
Of Counsel: \ 

Alvord & Alvord, \ 

Munsey Building, | 

Washington, D. C. ! 
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